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“Disclosure to Counsel,” by Victor 
R. Wolder—Here is an interesting re- 
view of the cases in which “advice of 
counsel” was the defense against an 
asserted penalty. * * * * * * * * 


“Present Value of Income for Life,” 
by R. L. Rockefeller—This article dis- 
cusses the determining of the present 
value of an income for life as the prob- 
lem relates to the estate tax and pen- 


ste te ste 


om them. * * *- Fe @ 
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“Revision of the Withholding Sys- 
tem,” by Joseph A. Schafer—The au- 
thor of this article has made several 
appearance before Congressional com- 
mittees in support of his plan for re- 
vising the present method of collecting 
the federal personal income tax. His 
point is that the full and correct amount 
of the tax can be withheld. He says, 
“It is not logical to assume that it 
would take longer to withhold the 
correct amount of the tax than it does 
to withhold the incorrect amount.” 
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Acq. and Non-acq. 


**Tax on Virtue”’ 
Sir: 


The postman must have been breathless 
from his hurry to deliver a promptly written 
note from Mr. A. M. Farb, a Houston, 
Texas, CPA. Concerning my most recent 
indiscretion, “‘Adjusted Gross Income’— 
Its Increasing Importance,” which appeared 
in the April issue at page 351, he has this 
to say: 

“In the April issue on page 355, Mr. R. T. 
Boehm states that the ‘amount of, but not 
the right to, the standard deduction is lim- 
ited to the lesser of ten per cent of adjusted 
gross income, or not more than $500 for an 
individual return, and not more than $1,000 
for a joint return.’ 

“This statement is not entirely correct. It 
is correct for married persons, but not for 
single persons. According to Section 23 (aa) 
(1) (A) a single person may deduct $1,000 
or 10 per cent of his adjusted gross income, 
whichever is the lesser, as his standard op- 
tional deduction.” 


The bald, indisputable fact that Mr. Farb 
is entirely correct in his suggestion only 
underscores the obvious necessity for ex- 
treme care to say all that is meant, and to 
say it correctly. I am now in complete 
rapport with Chief Justice Marshall of the 
Supreme Court of Ohio (1920-1932), who 
once said in my presence, “Would that my 
worst enemy would write a book!” 


Equally interesting, if not so technically 
important as Mr. Farb’s point, is the extra 
cost taxwise that follows a marriage where 
both spouses have incomes of $10,000 or 
more. Section 23 (aa) (1) (A) sets the op- 
tional standard deduction after marriage at 
$500 for individual returns and at $1,000 for 
joint returns. In contrast, just before the 
marriage, all other facts being the same, the 
total standard deductions of the same per- 
sons would be $2,000 on two Forms 1040. 
So long as the incomes are sufficiently dis- 
parate to produce a saving by the use of the 
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income-splitting technique introduced by the 
Revenue Act of 1948, the marriage would 
serve to reduce taxes. But if the two in- 
comes are in the same bracket, or are in 
adjacent brackets so that the saving produced 
by the income-split will not be equal to the 
cost resulting from the tax on the additional 
taxable net income created by the loss of 
the additional $1,000 deduction, this, in effect, 
amounts to a tax on marriage. 

This premium on single-blessedness (?) 
(my spouse requires the inclusion of some 
sign of doubt!) contrasts violently with the 
tax on bachelors reportedly extant in some 
sections of the world. It also brings to mind 
Mr. A. P. Herbert’s delightful satire sub- 
captioned “A Tax on Virtue,” which is con- 
tained in his Uncommon Law (Doubleday 
Doran & Company, 1936). A fictional Mr. 
Justice Plush delivered an imaginary opinion 
in a dispute styled Rex v. Pratt and Merry 
(page 233). The litigation was concerned 
with a devoted English couple who had se- 
cured an otherwise valid divorce. Two days 
after the decree, they again took up their 
residence together. They were charged with 
a common-law crime of conspiracy to cause 
a public mischief by diminishing the reve- 
nue. (In most American states and the 
federal courts, the enactment of comprehen- 
sive criminal statutes has brought the end 
of the formerly respectable institution of the 
common-law crime.) Brought to trial before 
a jury in Old Bailey, London’s ancient and 
famed criminal court, it was shown that 
both husband and wife had substantial indi- 
vidual incomes. The British income tax 
laws, like ours before the Revenue Act of 
1948, operated so that the total imposts on 
the two while married were substantially 
more than on them as single man and single 
woman. In directing a verdict for the de- 
fendants, Justice Plush concluded that a 
simple attempt at tax avoidance such as this 
is not a common-law crime. Happily, 
American courts would agree. See the cases, 
among many, collected in footnote 22, page 

(Continued on page 546) 
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Taxes... 
Tax People... 
Things Taxed... 





Meetings of Tax Men 


Meetings Held.—The program for the 
May 18, 1949 meeting of the Chicago Tax 
Club consisted of a discussion of tax 
problems by members of the club. 

On the same date Franklin L. Heiss and 
Miles Gibbons, unemployment tax consult- 
ants, discussed the new merit-rating law 
at the May meeting of the Philadelphia 
Chapter to Tax Executives Institute, Inc. 

The New York State Bar Association 
Committee on Taxation urges the adop- 
tion of the split-income method of reporting 
income in the New York State Income Tax 
Law. In recommending the adoption of 
the split-income method in New York so 
as to grant spouses the option of computing 
their normal and capital gains tax upon 
the basis of a joint return and the split- 
income method now currently in force 
under the Internal Revenue Code, the com- 
mittee stated: “Since Congress was informed 
by the Governor that he would recommend 
that New York State would adopt a com- 
munity property law in the event that the 
split income was not adopted for federal 
income tax purposes, consistency demands 
that the state law be amended to give tax- 
payers of the state equivalent advantages 
for state income tax purposes which would 
have followed from the adoption of the 
community property law and which are 
now available under the federal income tax 
law.” 

The Committee also recommended that 
the New York estate tax law in respect to 
marital deductions be conformed to the 
federal law so as to avoid the present 
double estate tax burden which is presently 
incurred in New York in order to obtain 
the marital deduction for federal estate tax 
purposes. 


Tax Courses 


Four courses on taxation will be given 
during July as part of the Practising Law 


Tax-Wise 


Institute’s Summer Session in New York 
City. Each program consists of fourteen 
two-hour lectures given during a period of 
five days in air-conditioned rooms at the 
Hotel Statler. 


The course on “Closed Corporations and 
Taxes” (July 25-29) will deal with tax 
planning in connection with the formation, 
financing and conduct of businesses. “Es- 
tate Planning and Administration” (July 
18-22) will be covered in a separate course 
which will consider in detail the new tax- 
savings possibilities under the Revenue Act 
of 1948 and the effect of the Supreme 
Court’s decisions in the Church and Spiegel 
cases. Similarly in a course on “Real Es- 
tate and Taxes” (July 11-15) the tax aspects 
of buying, selling, financing, leasing and 
operating real estate will be studied in the 
light of the business and legal problems of 
the various parties in such transactions. 


For those desiring a review of the basic 
concepts and techniques of federal income 
tax practice and procedure there will be a 
survey course (July 11-15) which will in- 
clude lectures on Bureau of Internal Rev- 
enue practice and Tax Court trials. The 
Institute’s summer program will also in- 
clude courses on “Publicly Held Corpora- 
tions,” “Negligence Cases and Their Medical 
Aspects,” “Trials” and “Patent Law.” Fees 
for the courses vary from $50 to $70 de- 
pending on the amount of text material 
issued. 


Deferred Compensation 


A bill recently introduced in Congress 
(H. R. 3224) embodies the deferred com- 
pensation and tax-saving adjustment of the 
Silverson Plan, which was discussed 
critically in the October, 1948 issue of this 
magazine by Lester W. Rubin. The basic 
idea of the plan is that it permits each in- 
dividual to set up his own retirement plan, 
finance it through savings in government 
bonds and receive some relief from high- 
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bracket tax rates when his income hits a 
peak, 


H. R. 3224 would permit the taxpayer to 
exclude from gross income amounts used 
to purchase government bonds up to an 
amount equal to fifteen per cent of the tax- 
payer’s earned net income or $10,000, which- 
ever is greater, and to include in his gross 
income the redemption value on the bond’s 
tenth anniversary or earlier redemption. 
Thus, the part of his salary or income which 
the individual invests in the bonds will 
never wholly escape taxation; the income 
tax will be deferred only until the redemp- 
tion of the bond. The bonds contemplated 
would bear interest at two per cent, payable 
on maturity only if held for at least five 
years. 


In the past the government has not 
looked favorably upon plans to defer income 
tax. But this one might be okay for the 
government gets the use of the money when 
the bonds are purchased and, in reality, all 
that is postponed is the settling of the tax- 
payer’s tax account. 


Government Claims 
Corporate Officers Underpaid 


“In most tax cases, the government 
usually scrutinizes salary payments, when 
sought as deductions from gross income, 
with a view to determining whether or not 
such deductions are too high.” In the case 
of Gernhardt-Strohmaier Company, Inc. v. 
U. S., 49-1 ustc J 5933, however, the gov- 
ernment claimed that the amounts drawn 
as salaries by the officers of a_ stove- 
appliance service concern were unreason- 
ably low. “In this case, it serves the pur- 
poses of the government to urge that the 
payments drawn by way of compensation 
for personal services were not high enough, 
for the obvious reason that the higher the 
amount of compensation for personal serv- 
ices, the lower the excess profits tax 
‘credit’. However, there can be no doubt 
that the test of reasonableness of so-called 
salary deductions should be the same which- 
ever oar is pulled.” 


The corporation was not formed until 
1939. Prior to that time and during the 
years 1936-1939, which became the base 
period for the purposes of the computation 
involved, each partner withdrew $3,000 per 
year from the partnership. In 1940, the 
two remaining partners as officers drew 
$8,000 annually, $12,000 in the years 1941- 
1945 and $16,000 in 1946-1948. District 


Judge Louise Goodman of the United States . 
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District Court, Northern District of Cali- 
fornia, San Francisco, held that the amounts 
drawn in the base period were unrelated to 
tax liabilities or results and appeared to be 
the amounts which the three partners in 
good faith considered proper to draw. “The 
fair inference follows that the withdrawals 
were reasonable as compensation for serv- 
ices. The government’s contention 
that at a later period, after incorporation, 
larger salaries were paid, does not 
mitigate against the fairness of this inference 
because ... the business of the corporation 
had very substantially increased in the years 
following 1940.” 


Decision Follows Article 


The August, 1943 issue of TAXES car- 
ried an article by George T. Altman en- 
titled “Community Property and the Gift 
Tax.” Mr. Altman made the point that a 
division of community property between 
husband and wife could not be a taxable 
gift under the law then in effect because 
of the Supreme Court’s interpretation of 
community property. The Tax Court, in 
Edward M. Mills, CCH Dec. 16,889, 12 TC 
—, No. 64, agrees with that position and 
holds the Treasury regulations to the con- 
trary to be invalid. 


Travel Expenses as 
Medical Deductions 


Travel expenses cannot qualify as a med- 
ical deduction, even if the travel is on the 
advice of a physician, unless it can be 
shown that the expense of travel was “in- 
curred primarily for the cure, prevention 
or alleviation of a physical condition” 
within the meaning of Code Section 23 (x). 
A vacation trip, though conducive to better 
health, does not qualify for the purpose of 
the deduction. 


In Havey, CCH Dec. 16,872, 12 TC —, 
No. 58, the taxpayer’s wife suffered a coro- 
nary occlusion. While in the hospital, she 
developed a lung condition, but improved 
gradually and was permitted to leave at the 
end of two months. She continued to have 
chest pains and attacks of breathlessness 
during the following year, and the cardi- 
ologist advised the taxpayer to take his 
wife to the seashore during the humid sum- 
mer months and to Arizona during the 
winter. The taxpayer and his wife spent a 
month at a New Jersey resort, ten days 
at Atlantic City and a month in Arizona. 
Deductions were claimed for travel, board 


(Continued on page 545) 
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Federal Security 


Administrator . . . 


Earthquake Loss 


Washington Tax Talk 





Our Cover 


Oscar Ross Ewing was appointed Federal 
Security Administrator in August, 1947. 


He received an A. B. degree from In- 
diana University in 1910 and an LL.B. 
degree from Harvard in 1913. While .at 
Harvard he served as editor of the Harvard 
Law Review. In 1919 Mr. Ewing became 
associated with Charles Evans Hughes, and 
was a member of the firm of Hughes, Schur- 
man and Dwight until its dissolution in 
1937. He then became a law partner -of 
Charles Evans Hughes, Jr., in the New 
York firm of Hughes, Hubbard and Ewing. 
From August, 1940, until May, 1942, Mr. 
Ewing was assistant chairman of the Demo- 
cratic National Committee. He was appointed 
vice-chairman of the committee in August, 
1942, and held that office until March, 1947. 


Earthquake Loss 


The recent earthquake in the Pacific North- 
west has, at least in that section, focused 
attention on the treatment of such losses 
under the federal income tax law. Insur- 
ance loss payments as a result of the earth- 
quake, although not yet estimated, were 
expected to be substantial. Property dam- 
age was estimated at $20,000,000. 


In the case of corporations, losses sus- 
tained and not compensated for by insur- 
ance or otherwise are deductible. The same 
measure of relief is afforded the individual 
taxpayer for damage to personal property, 
if the loss arises from fire, storm, shipwreck, 
theft or other casualty. “Other casualty” 
has been held to embrace an earthquake. 
The basis for determining the loss is the 
adjusted basis in Section 113 of the Internal 
Revenue Code, which provides that the cost 
or other basis be reduced by depreciation 
allowed and allowable. 


Only one case involving earthquake loss 
has been uncovered. In 1918 a manufac- 
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turing plant’s walls were thrown out of 
plumb, were cracked and strained, and its 
roof was twisted and thrown from its fourf- 
dation, as a result of the quake. Claiming 
that the building’s usefulness as a plant and 
its sale value had been reduced, the tax- 
payer deducted, in addition to the amount 
spent for repairs, a sum to cover the amount 
of damage which, it was estimated, could 
not be repaired without a complete tearing 
down and rebuilding of the factory struc- 
ture. The additional deduction was allowed, 
the court taking note of the fact that the 
taxpayer had been forced to move machinery 
and erect supports and that the building had 
suffered extraordinary depreciation. (A. R. R. 
4725, III-1-CB 1281.) In a Rhode Island 
taxpayer’s case (Phillip Allen, CCH Dec. 
12,871-D, 1 TCM 14), where a hurricane had 
partially destroyed his residence, restora- 
tion costs were allowed as deductions, but 
deduction was not allowed for a reserve 
created by him for further restoration. Since 
he was on a cash basis, he might never 
spend the reserve for repairs. 


Writing in the National Underwriter, Frank 
W. Bland reported that on the day of the 
quake a number of agents were engaged in 
a sales campaign, rates having been reduced 
a few days earlier. One of the agents was 
getting nowhere with his client, who in- 
sisted that there was no particular hazard 
and that the Northwest was not considered 
an earthquake location. As they were leav- 
ing for: lunch, a few minutes later, the quake 
hit. When they picked themselves up off the 
floor, the client said, “You have an order. 
You have just put on the best sales demon- 
stration I have ever seen.” 


He Didn't Know That 
“You Can't Take It With You"’ 
A seventy-two-year-old taxpayer owned 


400 acres of North Carolina farm land, 
some 250 of which were under cultivation. 
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After 1940, because of ill health, he rented 
his farm to sharecroppers. Besides feed 
and products for home consumption, he 
raised tobacco, his principal crop, and cot- 
ton for sale. His only other source of income 
consisted of approximately $975 annual in- 
terest on $30,000 of government bonds; inter- 
est on some $30,000 in six per cent mortgage 
notes; and interest on bank accounts rang- 
ing from $10,000 in 1934 to $55,000 in 1941. 
Yet he reported his income from interest 
to be only $208.73 in 1934, $500 in 1938, $600 
in 1941, $941.67 in 1942 and nothing in other 
years. He and his family lived in extreme 
simplicity in a small farmhouse with no 
telephone, heating plant or other conven- 
iences, except lights. They had never seen 
a-motion picture and had never gone on a 
vacation. The taxpayer read and wrote with 
great difficulty and never kept any records 
of his business transactions. Holding that 
the Commissioner had sustained the burden 
of proving that the taxpayer was guilty of 
fraudulently evading taxes, the Fourth Cir- 
cuit declared that approximate calculation 
of his net income by reference to increase 
in his net worth, as evidenced by his bank 
deposits, was justified in view of the tax- 
payer’s refusal to pgoduce any records or 
to assist the court in making precise calcu- 
lations. (Harris, 49-1 ustc J 9252, CA-4.) 


Farm Operated by Lawyer 


Expenses incurred by a practicing attor- 
ney in the years 1942 and 1943 in maintain- 
ing a 300-acre farm, which he had purchased 
in 1929 and from which he had received no 
profits, were not deductible as business ex- 
penses incurred in farming for profit or as 
nonbusiness expenses incurred in connection 
with property held for the production of 
income. Circuit Judge Swan found the evi- 
dence “highly persuasive” that the taxpayer 
maintained the farm as a country home and 
that such expenditures as he made for the 
operation of the farm were to preserve that 
home rather than to make profit. (Morton, 
49-1 ustc J 9254, CA-2.) ; 


Long-Term Compensation 


The taxpayer was a partner in a legal 
firm, which in 1940 agreed to render legal 
services for an oil company at the rate of 
$500 per month for as long as the company 
needed legal services. The oil company was 
financially unable to pay for the services 
until 1944, by which time the services had 
been terminated, when payment in full was 
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made. District Judge Chandler held that 
the taxpayer was entitled to report his share 
of the 1944 partnership profits resulting 
from the legal services rendered to the oil 
company as long-term compensation under 
Code Section 107. (Jarman, 49-1 ustc J 9249, 
DC Okla.) ... An attorney was employed 
in 1932 on a contingent fee basis by the 
stockholders and creditors of a company to 
prosecute an antitrust suit, which was set- 
tled after the company went into receiver- 
ship. In 1936 the receivership court set the 
attorney’s fee at $125,000, but subsequently 
the attorney rendered services in compelling 
compliance with the settlement agreement. 
The Eighth Circuit declared that the tax- 
payer was entitled to prorate his fee as 
long-term compensation. The fee, which 
was not paid until after there had been 
compliance with the settlement agreement, 
covered the entire services which the at- 
torney ethically was required to render. 
(Warrick, 49-1 ustc J 9250, CA-8.) 


‘Doing Business’ in United States 


The American subsidiary of a Swedish 
corporation leased office space to the for- 
eign corporation. The space consisted of 
the room occupied by the secretary to the 
president of the American firm. The secre- 
tary was employed by the foreign corpora- 
tion to receive and deposit dividends in an 
account from which she was not authorized 
to make withdrawals, to receive and for- 
ward correspondence and similar items of 
business, to keep the foreign corporation 
advised of tax requirements and to pay 
miscellaneous expenses out of an account 
in which the average deposits were about 
one per cent of the dividend account. For 
such services the secretary received a sal- 
ary of $25 per month, in contrast to her 
regular salary of $300 per month for duties 
rendered the American firm. During the 
years 1936 to 1941 the foreign corporation 
paid income taxes in the United States, but 
calculated its tax as a resident foreign cor- 
poration within Section 231 (b) of the Rev- 
enue Acts of 1936 and 1938 and not as a 
nonresident foreign corporation under Sec- 
tion 231 (a). The Swedish corporation was 
assessed a tax deficiency on the ground that 
it was a nonresident foreign corporation. 
The United States District Court, Southern 
District of New York, held that the Swedish 
corporation did not have an office or place 
of business in the United States within the 
meaning of Section 231 (b) prior to its 
amendment in 1942. (Aktiebolaget Separator 
v. J. M. Hoey, 49-1 ustc J 9253, DC N. Y.) 

(Continued on page 541) 
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TAXATION OF COPYRIGHT 


By PAUL GITLIN 


HE RECENT PUBLICITY accorded 
in the press to the “sales” of their radio 
shows by Freeman F. Gosden and Charles 
Correll (“Amos ’n’ Andy”) and by Jack 
Benny’ once again highlights the tax plight 
of high-income entertainers. The under- 
lying reason for the manner in which the 
above sales were conducted was the desire 
to obtain the lower rates of tax applicable 
to capital gains.” At the time of this writing, 
presumably, Mr. Gosden and Mr. Correll 
have been successful in reaching this goal, 
while Mr. Benny’s attempt to gain these 
same benefits has been unsuccessful.* 


An analogous situation, which is the sub- 
ject of this article, is the attempts by authors 





1 Both Benny and the ‘‘Amos ’n’ Andy’’ team 
sold their radio shows to the Columbia Broad- 
casting System. In addition to the contracts 
of sale, CBS signed separate contracts covering 
the personal services of the radio artists. 


2In the ‘‘Amos ’n’ Andy” transaction the re- 
ported consideration was $2,000,000, thereby re- 
sulting in a tax saving of over $1,000,000. Benny 
received $1,356,000 for his sixty per cent share 
in Amusement Enterprises, Inc., the company 
which controls the Benny radio show. The tax 
saving would have been over $700,000. 


The Bureau of Internal Revenue ruling did 
not refer specifically to Benny but was made 
generally because of the reports that enter- 
tainers had set up corporations to sell their 
services as property. The ruling stated that 
“the tax effect of any business transaction is 
determined by its realities. Accordingly, pro- 
posals of radio artists and others to obtain 
compensation for personal services under the 
guise of sales of property cannot be regarded 


New York Attorney 









_and playwrights to avoid high income tax 


rates on royalties from the sales of their 
books or production of their plays and on 
payments from the sale of subsidiary rights, 
such as motion-picture rights. 


Last spring General Eisenhower, in at- 
tempting to avoid onerous rates of tax on 
the royalties from the sale of his war 
memoirs, Crusade in Europe, which obviously 
would be a best seller, sold to his publishers 
for a lump-sum consideration not only publi- 
cation rights to his book but all other 
rights—i.e., motion-picture, serial and radio 
rights, etc. The Bureau of Internal Revenue 
has ruled that this transaction resulted in 
the sale of a capital asset, taxable at rates 
applicable to capital gains.‘ 


Presently before the United States Su- 
preme Court is the case of Wodehouse v. 
Commissioner,, involving the taxability of 
royalties from the sale of several stories by 
P. G. Wodehouse, a nonresident alien author 
not doing business in the United States. In 
this case, the author, in the years 1938-1941, 
sold several unpublished stories to the 





as coming within the capital gains provisions 
of the Internal Revenue Code.’’ In the ‘‘Amos 
‘n’ Andy’’ transaction the taxpayers evidently 
convinced the Bureau that their imaginary char- 
acters were property, quite apart from their 
own contributions as performers on the radio 
show. 


The tax saving accomplished by this un- 
usual type of transaction was over $500,000. 


5 [48-1 ustc 9221] 116 F. (2d) 986 (1948); 
cert. granted 69 S. Ct. 34 (1948). 


The writer wishes to express his appreciation to Sidney I. Roberts, of the New York 


Bar, for his valuable aid and guidance in the writing of this article. Mr. Gitlin, who 
is the author of “Radio Infringement of Music Copyright,” First Copyright Law 
Symposium, published by ASCAP, is associated with the law firm of Ernst, Cane & 
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Berner, New York City 





503 










Curtis Publishing Company, publishers of 
The Saturday Evening Post, for a lump-sum 
consideration. The contract of sale in each 
of the transactions provided that copyright 
on the contents of the magazine would be 
taken out in the name of the publisher,® but 
that on demand after publication such copy- 
right would be assigned to the author, ex- 
cept American (including Canadian and 
South American) serial rights, which were 
reserved to the publisher. 


The Commissioner, contending that the 
purchase price in each instance was taxable 
as royalties at rates applicable to nonresi- 
dent aliens not doing business in the United 
States, was upheld in this contention by 
the Tax Court.’ 


The Court of Appeals for the Fourth Cir- 
cuit has reversed the Tax Court, and it is 
from this decision that the Commissioner 
has appealed. 


Earlier in 1946, in a case involving the 
author Sax Rohmer, under almost exactly 
similar facts, the Second Circuit Court of 
Appeals held the royalties taxable.’ 


It is the purpose of this writer to analyze 
the reasoning that has resulted in this di- 
versity of opinion, and to discuss the prob- 
lems facing the author in his attempt to 
seek the more beneficial capital gains rates 
of taxation. 


For purposes of taxation, despite all popu- 
lar conceptions to the contrary, the creative 
artist is a tradesman and his activities in his 
particular field are subject to taxes—just as 
are those of the ordinary businessman. 
Therefore, in the case of the resident writer, 
it is to his advantage that the sale of his 
works be treated as a sale of capital assets, 
subject to lower rates of tax. 


The approach to the problem of taxation 
of creative artists is twofold, In the case of 


’ Pursuant to Section 3 of the Copyright Act, 
copyright taken out on the contents of a pe- 
riodical protects ‘‘all the component parts.”’ 
35 Statutes 1076 (1909), 17 U.S.C.A. Section 3. 
(The Copyright Act was re-enacted by Congress 
on July 30. 1947, Chapter 391 (Section 1), 61 
Statutes 652, with minor changes such as the 
renumbering of sections, and codified as Title 
17 U. S. C. References made hereafter to the 
statute will use the old numbering of sections, 
inasmuch as the cases discussed used this num- 
bering.) As to the effect of a subsequent as- 
signment of the magazine copyright, see Kaplan 
v. Fox Film Corporation, 19 F. Supp. 780 (DC 
N. Y., 1937). Contra: Douglas v. Cunningham, 
33 U.S.P.Q. 470 (Mass., 1933). As to the effect 
of notice of copyright on a magazine where 
only serial rights are assigned by an author, 
see Mifflin v. White, 190 U. S. 620 (1903). 

7 [CCH Dec. 15.688] 8 TC 637 (1947). 

8 Rohmer v. Commissioner [46-1 vustc { 9130], 
153 F. (2d) 61; cert. den. 328 U. S. 862. 
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a nonresident alien, the problem is whether 
the transaction is a sale or a license; in the 
case of a resident, it is whether the trans- 
action, if a sale, has resulted in the transfer 
of a capital asset. The gain to the nonresi- 
dent, if the transaction is a sale, is complete 
exemption from taxation; in the case of the 
resident, the advantage is a reduced rate 
rather than exemption. 


Unfortunately for both resident and non- 
resident artists, with the exception of P. G. 
Wodehouse, their efforts in this respect have 
been completely unsuccessful. (While Eisen- 
hower was also successful, as yet the only 
favorable adjudication is that in the Wode- 
house case.) 


In 1925, the Bureau of Internal Revenue 
ruled that the sale of motion-picture rights 
by a copyright owner was the sale of a 
capital asset and the gain derived therefrom 
was taxable as a capital gain.® In 1935, the 
Bureau, without revoking or rescinding its 
ruling, reversed its stand in the case of 
Sabatini v. Commissioner.” 


Sabatini Case 


In that case the taxpayer, a nonresident 
alien author not doing business in the United 
States, over a period of ten years had sold 
for a lump sum the world-wide motion- 
picture rights to one of his books, as well 
as publishing and dramatic rights in other 
of his works, some of which were in the 
public domain. Three classes of rights were 
involved: (1) volume and second serial 
rights, (2) motion-picture rights and (3) 
dramatic rights. 


The Board of Tax Appeals held that the 
transaction affecting motion-picture rights 
was not subject to tax, but that the other 
transactions were taxable. Both the tax- 
payer and the Commissioner appealed. 


The Second Circuit Court of Appeals re- 
versed the decision of the Board of Tax 
Appeals insofar as the latter had ruled that 
the sale of motion-picture rights were not 
subject to taxation. It held that the trans- 
fer of motion-picture rights was “but a 


I, T. 2169, IV-1 CB 13. The ruling read as 


follows: ‘‘In 1921. the taxpayer wrote a play 
which he copyrighted and produced in 1922. 
In 1924 he sold the motion picture rights to 
the play. The rights in question are held to 
be a capital asset within the meaning of Sec- 
tion 208 of the Revenue Act of 1924 and the tax- 
Payer may elect to have the gain derived there- 
from taxed under that section of the law.”’ 
Section 208 of the Revenue Act of 1924 defined 
capital asset substantially as it is presently de- 
fined in Code Section 117 (a) (1). 

1 [CCH Dec. 8979] 32 BTA 705 (1935); rev'd 
[38-2 ustc { 9470] 98 F. (2d) 753 (1938). 
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granting of the right to produce motion 
pictures from the works for a limited time. 
‘The author remained the owner of his works 
and merely licensed their use for a partic- 
ular object for a period; there was no trans- 
fer of title necessary to a completed sale.”™ 
(Italics supplied.) The court disposed of the 
lump-sum payment by holding that it did 
not change the character of the transaction 
inasmuch as it “was received for the priv- 
ilege of using the property of the author 
instead of a series of payments.” The pay- 
ment was a royalty paid in advance for the 
granting of a license. 

Under the Internal Revenue Code, as it 
existed at this time and as it presently exists, 
nonresident alien authors not doing business 
in the United States are subject to tax on 
their gross income from sources within the 
United States. The applicable sections of 
the Code are 119, “Income from Sources 
Within the United States”; 211, “Tax on 
Nonresident Alien Individuals”; and 143, 
“Withholding Tax at Source.” ” 

Prior to 1936 the taxable gross income 
of nonresident alien authors included gross 
income from all sources within the United 
States with the exception of dividends, and 
this income was subject to a withholding 
tax. In 1936, Sections 143 and 211 were 
amended so that for nonresident alien 
authors not doing business in the United 
States dividends were included in the cate- 
gories of taxable income, and gains from 
the sale of real or personal property, which 
theretofore has been taxable, were excluded 
from the categories of taxable income.” 





11The court here evidently paraphrased a 
statement in Whitfield v. U. S., 92 U. S. 165 
(1875), cited for authority. In the Whitfield 
case the statement read: ‘‘A sale of personal 
property, when completed, transfers to the pur- 
chaser the title of the property sold.’’ 

12 Section 119 (a) (4) treats as income from 
sources within the United States ‘‘rentals or 
royalties from property located in the United 
States or from any interest in such property, 
including rentals or royalties for the use of or 
the privilege of using in the United States .. 
copyrights,”’ etc. 

Section 211 (a) (1) (A) provides: ‘‘There shall 
be levied, collected and paid for each taxable 
year .. . upon the amount received, by every 
nonresident alien individual not engaged in busi- 
ness within the United States, from sources 
within the United States, as interest, dividends, 
rents, salaries, wages .. . or other fixed or 
determinable annual or periodical gains, profits, 
and income, atax. .. .”’ 

Section 143 (b) provides: ‘‘All persons, hav- 
ing the control, receipt, custody ... or pay- 
ment of interest, . . . dividends, rents, salaries 
or wages .. . or other fixed or determinable 
annual or periodical gains, profits or income 
. . . of any nonresident alien individual ... 
ehetl . . ; Weed... a8 Wm...” 

13 The reasons for these amendments are fully 
set forth in S. Rept. No. 2156, 74th Congress, 


Taxation of Copyright 


Sale or License 


The decision of the court in the Sabatini 
case that the transfer of motion-picture 
rights was a license carried into tax law 
prior court rulings dealing with the trans- 
ferability of copyright. 


The rule is stated succinctly in Witmark 
& Sons v. Pastime Amusement Company, 
where the lower court stated that “a copyright 
is an indivisible thing, and cannot be split up 
and partially assigned either as to time, place 
or particular rights or privileges less than 
the sum of all the rights comprehended in 
the copyright. Certainly the statute author- 
izing assignments of copyrights contains no 
recognition of such partial assignments.’”* 
Of course such exclusive rights may be 
granted, limited as to time, place, or extent 
of privilege which the grantee may employ; 
but the better view is that such limited 
grants operate merely as licenses, and not 
as technical assignments though often spoken 
of as assignments.” ** 


An analysis of decisions in accord with 
the indivisibility of copyright, where less 
than the entire copyright is transferred, re- 
veals (1) that the basis of this rule—i.e., the 
right of a transferee of motion-picture rights 
to institute an action for infringement with- 
out joining the copyright owner as a party 
to the suit—is procedural, and (2) that his- 
torically this rule is founded on procedural 
rulings in patent suits.” 


2d Session, and H. Rept. No. 2475, 74th Con- 
gress, 2d Session, p. 9 (1936). The basic rea- 
son for the amendments was that it had been 
found impracticable to collect the tax on sales. 
Cf. Angel, ‘‘The Nonresident Alien: A Problem 
in Federal Taxation of Income,’’ 36 Columbia 
Law Review 908 (1936). 
a" F. 470 (1924); aff'd 2 F. (2d) 1070 (CCA-4, 
% The court here had reference to Section 42 
of the copyright statute, which states that 
“copyright secured under this and previous Acts 
of the United States may be assigned, granted 
or mortgaged by an instrument in writing 
signed by the proprietor of the copyright or 
may be bequeathed by will.’’ 35 Statutes 1089 
(1909) ; 17 U.S.C.A. Section 42. 


%*The source of this quotation is 13 Corpus 
Juris Section 247. All cases cited there in sup- 
port, except one, antedate the enactment of 
the Copyright Act of 1909. For an analysis 
of this quotation, see Witwer v. Harold Lloyd 
Corporation, 46 F. (2d) 792 (DC Calif., 1930); 
rev'd on other grounds 65 F. (2d) 1 (CCA-9, 
1933). 

Cf. Goldwyn Pictures Company v. Howell 
Sales Company, 281 F. 9 (CCA-2, 1922), cert. 
den. 262 U. S. 755 (1922), where the court 
stated: ‘‘The license under a copyright is anal- 
ogous with that under a patent so far as affects 
the right to sue.”’ 
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Berlin Case 


As a result of the “rule of indivisibility,” 
the creative artist has found it almost impos- 
sible to have transactions affecting his works 
treated as sales. Thus, in the case of Irving 
Berlin,* the taxpayer entered into an agree- 
ment with RKO to write several songs for a 
motion picture. The contract provided for 
copyright on the songs to be taken out in 
the name of the taxpayer, but such rights 
as were not expressly granted by contract 
were reserved to him. Some of the songs 
had been written by Berlin in previous years, 
but had never been published or copy- 
righted. 


Berlin contended that the proceeds of the 
transaction were taxable as a capital gain; 
the Commissioner contended that the con- 
tract was in the nature of personal services, 
and that in any event whatever rights RKO 
received were by way of license rather than 
sale. The Board of Tax Appeals sustained 
the Commissioner in the latter contention, 
cited the Sabatini case as authority and 
treated the proceeds of the contract as ordi- 
nary income. 


Overruling Berlin’s contention that be- 
cause some of the songs had been written 
in prior years, they were in the nature of 
capital assets, the Board said: “... it seems 
questionable in the extreme whether the 
purely fortuitous contributions by the peti- 
tioner of the results of labors performed 
by him in previous years is sufficient to 
transmute the present contract, even in part, 
into one resulting in the disposition of cap- 
ital assets, assuming that unpublished or 
uncopyrighted musical and literary works 
can be considered such.” (That the Bureau 
is prepared to make this assumption is evi- 
denced by its ruling in regard to General 
Eisenhower.) . 


Ehrlich and Rohmer Cases 


In a subsequent case, Ehrlich v. Higgins,” 
the family: of the late Dr. Paul Ehrlich 
granted to Warner Brothers exclusive world- 
wide rights in certain of his letters, photo- 
graphs, books, original notes and other 
documents for radio, television and motion 


pictures. The agreement provided that 
Warner Brothers was to have the use of this 
material for a limited time, after which the 
material was to be returned, subject, how- 
ever, to the rights granted by the contract. 
Pursuant to Section 143 (b) Warners with- 
held part of the payment under the contract, 

1% [CCH Dec. 11,299] 42 BTA 668 (1940). 

19 [43-2 ustc { 9608] 52 F. Supp. 805 (DC N. Y., 
1943). 
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and the doctor’s widow sued the collector 
for a refund. 


The court held that the transaction had 
not resulted in an outright purchase: “. . 
inasmuch as the material was to be returned 
to the Ehrlich family at a definite date and 
there was reserved to them the right to use 
the material in book form or in any other 
not specifically permitted to Warner, it is 
clear the limited ‘use’ rights were actually 
royalties paid in advance for the use of the 
‘material’ in the limited manner specified 
in the contract. Under the doctrine of Saba- 
tint v. Commissioner .. . the payments would 
be, then, taxable income.” ” 


In 1946, the Second Circuit Court of Ap- 
peals was again faced with the problem of 
the taxation of a nonresident alien not doing 
business in the United States in the case of 
Rohmer v. Commissioner." Rohmer, a citizen 
and resident of Great Britain, had trans- 
ferred to Liberty Magazine, for an unlimited 
time and for a lump sum, American and 
Canadian serial rights to the story /sland of 
Fu Manchu, with authority to the publisher 
to copyright the story, but had reserved the 
book rights, the motion-picture rights and 
most of the dramatic rights. In the Tax 
Court, the Commissioner was upheld in 
assessing a deficiency against the taxpayer. 


The Circuit Court, faced with the 1936 
amendments to Sections 211 and 143, held 
that the transfer was not a sale (nontaxable) 
but a license (taxable) and a transfer of “but 
a limited part of the author’s bundle of 
rights,” and therefore was taxable under 
Section 211 (a) (1) (A). Despite the fact 
that the payment had been made in a lump 
sum, the court held, it constituted royalties. 
The phrase “annual or periodical” in Section 
211 was considered descriptive of the type 
of income regardless of the method of pay- 
ment, and the phrase “other fixed or deter- 
minable annual or periodical gains” (italics 
supplied) was therefore to be read as “other 
fixed and determinable income.” ” 


2°The court also rejected the novel claim 
that the payments were for damages for inva- 
sion of privacy. In 1934, in the case of Oppen- 
heim [CCH Dec. 8778], 31 BTA 563, the Board 
of Tax Appeals had rejected the claim of E. 
Phillips Oppenheim for an earned income credit 
on royalties received from his publishers, on 
the ground that such payments were not com- 
pensation for personal services. 

21 Supra, footnote 8; aff’g [CCH Dec. 14,591] 
5 TC 183 (1943). 

2 The failure of Section 211 (a) (1) (A) to 
refer specifically to royalties has made its in- 
terpretation difficult. Regulations 111, Section 
29.143-2, however, provide that types of income 
other than those specifically enumerated in this 
section are included, and cover royalties. The 

(Footnote 22 is continued on page 507) 
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In 1948, a contrary result was reached in 
Wodehouse v. Commissioner, supra. The court 
here held that the proceeds of a transaction, 
substantially the same as in the Rohmer case, 
constituted proceeds from the sale of per- 
sonal property, and therefore were not tax- 
able under Section 211 (a) (1) (A). Further, 
the lump-sum payment received by Wode- 
house did not come “within the positive 
terms of the taxing statute .. . because [it 
does] not answer to the description of ‘an- 
nual or periodic gains’.” The court specifi- 
cally disagreed with the decision in the 
Rohmer case. ' 

After analyzing the legislative history of 
Section 211 and the basis for the Rohmer 
decision,‘the court felt it to be “an un- 
deniable fact that serial rights, book rights, 
dramatic production rights and motion- 
picture rights of a literary production are 
property rights which may be and are 
effectively bought and sold in the literary 
market.” ** That this is a most realistic ap- 
proach will be readily testified by attorneys 
and agents representing authors. 

The court noted that the Rohmer decision 
rested on the inherent nature of the in- 
divisibility of copyright, and challenged the 
validity of this rule in reaching its own 
conclusion. It is well to note that the rule 
of indivisibility of copyright is not a unani- 
mous one, and that a re-examination of its 





interpretation of Section 211 by the Rohmer 
court has prompted one writer to suggest that 
the desire to implement the collection of taxes 
has led to this interpretation. He also states 
that since this type of taxation would not drive 
authors or inventors from the country, because 
the ‘‘non-use of intellectual property here. . 
does not increase the yield elsewhere,’’ per- 
haps such an interpretation has validity. See 
Miller, Note, 54 Yale Law Journal 879 (1945). 

23In both the Rohmer and Wodehouse cases 
a further question arose as to the taxability of 
that portion of the purchase price attributable 
to serial rights outside the United States, which 
would not have been a royalty for the use of 
copyright in the United States. In the Rohmer 
case the Circuit Court held that since the Tax 
Court had found the evidence furnished by the 
taxpayer insufficient to establish a basis of allo- 
cation, it could not hold such a finding by the 
Tax Court unreasonable. In the Wodehouse 
case, since the payments were held nontaxable, 
it was unnecessary for the court to pass on 
this point. This problem of allocation of roy- 
alsy payments is troublesome unless the con- 
tract of sale provides some basis for subsequent 
allocation. While the cases on the subject are 
not numerous, a detailed analysis is beyond the 
present scope of this article. See Hstate of 
Alexander Marton [CCH Dec. 12,567], 47 BTA 
184 (1942); Ingram v. Bowers [1931 CCH f 9111], 
47 F. (2d) 925 (DC N. Y., 1931), aff’d [3 ustc 
71915] 57 F. (2d) 65 (CCA-2, 1932); Molnar v. 
Commissioner [46-1 ustc { 9303], 156 F. (2d) 
924 (CCA-2, 1946). 
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basis and validity is justified in view of the 
Wodehouse decision. 


Basis of Rule 


The earliest expression of the rule is to 
be found in Jeffreys v. Boosey,* involving the 
interpretation of an English copyright stat- 
ute affecting territorial assignment of copy- 
right. However, eighteen years later, in 
Palmer v. De Witt,” a New York court re- 
fused to follow this rule insofar as it was 
applicable to common-law copyright as dis- 
tinguished from statutory copyright, and 
permitted the licensee of a play to sue in 
his own name.” 

Thus, we are directed to the various copy- 
right statutes and the cases interpreting 
them for our analysis of the rule. At the 
outset it should be noted that the United 
States Supreme Court has not as yet specifi- 
cally ruled on this point, although there is 
a dictum in accord with the rule in Bobbs- 
Merrill v. Strauss," a case dealing with the 
right of a book publisher to control the 
retail price of its books. The pronounce- 
ments, both for and against divisibility of 
copyright, are to be found in the District 
Court and Circuit Court decisions. 

Prior to the enactment of the Copyright 
Act of 1909, the decisions on this subject 
were not in accord. Thus, in an early case,” 
a licensee of the exclusive right of present- 
ing a drama for one year throughout the 
United States, except in five specified cities, 
was permitted to maintain a suit in his own 
name. However, in later cases and in other 
jurisdictions, such right was refused to 
licensees, the court reaching its conclusion in 
one case by analogy to patent decisions.” 





244 H. L. Cas. 978 (1854). 

2 47 N. Y. 532 (1872). 

2 E.g., Aronson v. Fleckenstein, 28 F. 75 
(1886); Tams v. Witmark, 30 N. Y. Misc. 293 
(1900), aff'd 48 App. Div. 632 (1900); Fleron v. 
Lackaye, 14 N. Y. Supp. 292 (1891); Aronson 
v. Baker, 43 N. J. Eq. 365 (1887). See Frohlich 
and Schwartz, Law of Motion Pictures and the 
Theatre (1918), p. 584. 

27210 U. S. 339 (1908). The rule of this case 
was enacted into the Copyright Act of 1909. 
Cf. Buck v. Jewell-La Salle Realty Company, 
283 U. S. 191 (1931). 

23 Roberts v. Myers, 20 Fed. Cas. 11906 (1860) : 

. . it [the Act of 1834, 4 Statutes 728] does 
not say what interest may be assigned. But 
there is no sufficient reason for preventing the 
author from conveying a distinct portion of his 
right. Divisibility as well as assignability en- 
hance the value of his property.’’ The Act of 
1834 for the first time provided for transfer 
or assignment of copyright. Section 42 of the 
present statute (supra, footnote 15) reads sub- 
stantially the same as the provision in the Act 
of 1834. 

2 Black v. Henry G. Allen Company, 42 F. 
618 (1890); Empire City Amusement Company 
v. Wilton, 134 F. 132 (1903) (patent analogy). 
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Shortly after enactment of the Copyright 
Act of 1909, the courts at first seemed to 
advocate divisibility. In Photo-Drama Mo- 
tion Picture Company, Inc. v. Social Uplift 
Film Corporation,” the Second Circuit Court 
of Appeals held that an assignment of mo- 
tion-picture rights was required to be re- 
corded within three months, as provided for 
by Section 44 of the statute, and that the 
failure to do so made the transfer void as 
to a subsequent bona fide purchaser for 
value of the same rights, without actual 
notice.” 


One month later, however, the same court 
seemingly reached a contrary result in hold- 
ing, in New Fiction Publishing Company v. 
Star Company,” that the plaintiff-purchaser 
of serial rights to a copyrighted drama could 
not prosecute a suit for infringement in its 
own name but must join the copyright pro- 
prietor as a party plaintiff. “Less than an 
assignment of the entire copyright cannot 
carry the causes of action (if the right is 
invaded) which the act accords the owner 
or assignee.”” Prior to the institution of suit, 
but subsequent to the infringement by the 
defendant, the plaintiff had published and 
copyrighted the issue of its magazine con- 
taining the drama. However, the court 
stated that this was “of no consequence and 
[added ] nothing to plaintiff's case, in view of 
the previous copyright of Goodman [the 
plaintiff's assignor].” 

The rule of the Photo-Drama case was 
affirmed the following year, 1916, in Brady 
v. Reliance Motion Picture Corporation,™ and, 
a year later, in Fitch v. Young.™ 


Goldwyn Case 


The question arose again in 1922 in Gold- 
wyn Motion Picture Corporation v. Howell 
Sales Company. et al™ The court approved 
the rule of the New Fiction case, and held 
that a transferee of motion-picture rights 


30 220 F. 448 (1915). 

3 “Tf a book can be copyrighted, if a mo- 
tion picture showing such story fictionally also 
can be copyrighted, then each of these copy- 
rights can be separately assigned, and must be 
recorded to avail of the constructive notice 
which the section contemplates.’’ Ibid. See 
also Drone, Copyright (1879), p. 334. 

Section 44 provided that ‘‘every assignment 
of copyright shall be recorded in the copyright 
office within three calendar months after its 
execution ... in default of which it shall be 
void as against any subsequent purchaser or 
mortgagee for a valuable consideration, with- 
out notice, whose assignment has been duly 
recorded.”’ 

32 220 F. 994 (DCN. Y., 1915). 

33 229 F. 137. 

34 239 F. 121. 

33 282 F. 9 (CCA-2); cert. den. 262 U. S. 755. 
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could not maintain a suit for infringement 
in its own name. The Photo-Drama case was 
distinguished because in that case the plain- 
tiff had taken out separate copyright in its 
own name and therefore was a copyright 
propr: ‘tor. However, the court did not note 
that this same point had been treated as 
inconsequential in the New Fiction case. 


The Goldwyn case was relied on for au- 
thority in both the Rohmer and the Witmark 
cases, in each instance for the principle that 
less than assignment of the entire copyright 
transfers only a license. It is important, 
therefore, to analyze this decision to deter- 
mine its validity. 


The appeal to the Circuit Court was from 
an order granting an injunction pendente lite 
to the plaintiff. The court emphasized in 
its holding that the plaintiff at the time 
suit was instituted did not as yet have a 
copyright in its own name, and therefore 
was not a copyright proprietor; that the 
copyright statute afforded relief only to a 
copyright proprietor; that while Section 36 
authorized the District Court to grant in- 
junction to “any party aggrieved,” * it had 
to be read together with Section 25, which 
provided the remedies for infringement; and 
that since Section 25 (b) referred to ‘“copy- 
right proprietor,” that person was the only 
person who had a cause of action. 


Cited for authority for construing both 
these sections together was New York Times 
Company v. Star Company." However, analy- 
sis reveals that the court there held that 
Section 12, requiring deposit of copies of the 
copyrighted material after publication with 
the Register of Copyrights, had to be com- 
plied with before any action for infringement 
could be instituted. Nothing in the New 
York Times case compels the conclusion that 
Sections 25 and 36 are to be read together. 


In the Goldwyn case the court further 
stated that because the relief sought was 
substantially the same as that in the New 
Fiction case, the same principles governed 
both cases. An analysis of the latter case 
reveals that the plaintiff sought (1) an 
injunction, (2) the destruction of the infring- 
ing prints, (3) an accounting and (4) pen- 
alties—all provided for by Section 25. In the 
Goldwyn case, however, the sole relief before 
the court was the right to a preliminary 
injunction. 


3%) | . any such court [United States Dis- 
trict Court] . . . shall have power, upon a bill 
in equity filed by any party aggrieved, to grant 
an injunction to prevent and restrain violation 
of any rights . . . according to the course and 
principles of courts of equity.”’ 

37195 F. 110 (N. Y., 1912). 
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Sections 25 and 36 Distinguished 


A reading of both Sections 25 and 36 in- 
dicates a distinct difference in the relief 
contemplated. Section 25 contemplates re- 
lief by permanent injunction and damages 
when the act of infringement has already 
occurred,® and elaborates in great detail the 
method of computing damages. Section 36 
authorizes the issuance of an injunction to 
“prevent and restrain”—for example, to re- 
strain a proposed staging of a copyrighted 
play without authority. 


Section 36 is not a new section; and its 
history, as the court noted in the Goldwyn 
case, “may be traced throughout the statutes 
and decisions interpreting them.” Such a 
recognized authority as Weil indicates that 
this section, in referring to “any party ag- 
grieved,” was intended to cover actions for 
injunctions as distinguished from actions 
where damages were sought.” Ladas accords 
the same interpretation to this section.” 


In the Goldwyn case, the plaintiff had not 
only commenced the production of the pic- 
ture but had almost completed it when the 
defendant commenced the exhibition of its 
picture, which the plaintiff claimed was.an 
infringement. 


It is submitted that the Goldwyn case is 
unsound in failing to give recognition to the 
distinction between a preliminary injunc- 
tion and a permanent injunction. The court’s 
interpretation of Section 36 is too confining 
and entirely inconsistent with the broad 
powers which courts of equity have and 
should exercise. Section 36 is merely a re- 
affirmation of the powers wielded by courts 
where equitable principles are involved. A 
year after the Goldwyn decision, the same 
court, in American Code Company v. Ben- 
singer,” held that “the remedy by injunction 
exists independently of express provisions 
therefor in the copyright statute, it being 
granted on the well-established equitable 
principle that a court of equity will pro- 





ea . if any person shall infringe the copy- 
right in any work .. 

39 American Copyright Law (1917), p. 524. 

40 International Protection of Literary and Ar- 
tistic Property (1938) Vol. 2, p. 822. Accord: 
Ted Browne Music Company v. Fowler, 290 F. 
751 (CCA-2, 1923); Aeolian Company v. Royal 
Music Roll Company, 196 F. 926 (DC N. Y., 
1912). 

The phrase ‘‘person aggrieved’’ was used in 
an English copyright statute. (5 and 6 Victoria, 
Chapter 45, Section 14.) In Grove’s case, L. R. 
4 Q. B. 715 (1869), it was construed to mean 
“fone who showed that the act complained of 
was inconsistent with some right set up in him- 
self, or some other person, or that such [act] 
really interfered with some intended [action] 
on his part.’’ 
41 282 F. 829. 
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tect a legal right where the remedy at 
law is inadequate.” And earlier the same 
court had stated that “preliminary injunc- 
tions are granted more readily in dramatic 
than in other cases because the delay in- 
volved in waiting for a final decree would 
generally amount to a denial of justice.” ® 


In 1929, seven years after the Goldwyn 
decision, the same Circuit Court decided 
Macloon v. Vitagraph,* a case involving the 
operetta Desert Song. There the court 
stressed the fact that Warner Brothers, a 
transferee of motion-picture rights, had no 
knowledge of any restrictions due to prior 
contracts when it purchased those rights, 
since “a search in the Copyright Office re- 
vealed no assignment or license of the rights 
thereunder recorded there. It paid a very 
substantial consideration, and must be re- 
garded as a bona fide purchaser for value 
without knowledge of appellant’s contract.” 
The court cited the Photo-Drama case with 
approval. 


Rationale of Rule 


Various rationales have been suggested to 
explain these divergent rulings. One writer 
suggests that “for all purposes an exclusive 
licensee of a particular right under the copy- 
right for the entire term of such copyright, 
operates in law as an assignment of that 
right.”“* Another suggests that if what is 
assigned is all of the rights listed in any one 
subdivision of Section 1 of the act, ‘the 
assignee would be able to sue in his own 
name.” This latter solution has support in 
that the Copyright Act segregates in lettered 
paragraphs in this section “the various types 
of monopoly afforded an author by registra- 
tion of a copyrightable work.” “ 


It is submitted that the validity, if any, 
of the rule of indivisibility must rest on 
the sole ground that unless the copyright 
proprietor is a party to the suit for infringe- 
ment, multifarious suits against an infringer 
might arise out of the same infringement, 
and therefore the question of damages would 
be insoluble. In the New Fiction case, the 





2 Chappel & Company, Ltd. v. Fields, 210 
F. 864 (1914). Cf. Houghton Mifflin Company 
v. Stackpole Sons, Inc., 104 F. (2d) 306 (CCA-2, 
1939); cert. den. 308 U. S. 597 (books). 

43 30 F. (2d) 634. 

4 Weil, op. cit., supra, footnote 39, p. 557. 

#% Amdur, Copyright Law and Practice (1936), 
p. 924. 

4 Miller, op. cit., supra, footnote 22, p. 884. 
E.g., Public Ledger Company v. New York 
Times, 275 F. 562 (DC N. Y., 1921), aff’d 279 
F. 747 (CCA-2, 1922); Photo-Drama Motion Pic- 
ture Company v. Social Uplift Corporation, su- 
pra, footnote 30. See Ladas, op. cit., supra, 
footnote 40, p. 796. 
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court stated: “. .. if plaintiff's theory were 
right, the anomalous result would follow 
that not only plaintiff but every other 
licensee of plaintiff could severally sue the 
defendant and each obtain a separate judg- 
ment for one and the same violation of a 
copyright which no one of them owned but 
in respect of which each had only certain 
special or limited rights.” “ 


It should again be emphasized that this 
is a procedural rule; to extend it to sub- 
stantive matters ignores completely the en- 
tire concept that the transfer of literary 
property or rights thereunder creates the 
same-obligations and property relationships 
as does any other type of personal prop- 
erty. “The right of an author in his intel- 
lectual production is similar to any other 
personal property right and is assignable 
and may be sold and transferred in its en- 
tirety or a limited interest therein, and vari- 
ous rights included in the entire ownership 
may be split up and assigned to different 
persons, and sales may be absolute or condi- 
tional and may be with or without qualifica- 
tions, limitations or restrictions.” “ 

The Photo-Drama case and those cases 
which follow its reasoning all dealt with sub- 
stantive matters, and necessarily held that 
the transfers in question were assignments 
inasmuch as they were required to be 
recorded under Section 44 of the Copyright 
Act. The Goldwyn case can be reconciled 
with these cases only if importance is given 
to the fact that the plaintiff had not as yet 
taken out separate copyright in its own 
name. However, the New Fiction case dis- 
regarded this factor. Nevertheless, the rule 
of indivisibility does not prevent multi- 
farious suits if the Goldwyn decision is car- 
ried to its logical conclusion.” 


47 Supra, footnote 32. See Weil, op. cit., p. 
524; Ladas, op. cit., p. 819; Howell, The Copy- 
right Law (1942), p. 157. 

48 Buck v. Swanson, 33 F. Supp. 377 (1939); 
rev’d on other grounds sub nom, Marsh v. Buck, 
313 U. S. 406 (1941). E.g., Buck v. Gibbs, 34 
F. Supp. 510 (DC Fla., 1940), modified swb nom. 
Watson v. Buck, 313 U. S. 387 (1941); Maurel 
v. Smith, 220 F. 195 (DC N. Y., 1915), aff’d 
71 F. 211 (CCA-2, 1921); Stuff v. La Budde 
Feed & Grain Company, 42 F. Supp. 493 (DC 
Wis., 1941). 

In Jerome v. Twentieth Century Fox Film 
Corporation, 62 F. Supp. 300 (DC N. Y., 1945). 
The  plaintiff-copyright-proprietor had _ sold 
world-wide motion-picture rights to the song 
“Sweet Rosie O’Grady,’’ and a motion picture 
was copyrighted by that title under separate 
copyright. The defendant produced a motion 
picture under the same name without permission. 
The defendant claimed that the infringement, 
if any, was an infringement of motion-picture 
rights, of which the plaintiff was divested. The 
court held, however, on the authority of the 
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In Eliot et al. v. Geare-Marston, Inc.,° the 
rule of indivisibility produced an interesting 
result. There the planitiff had written a 
travel article and had sold serial rights to 
the Curtis Publishing Company, under a 
contract like that in the Wodehouse case. 
Copyright had been taken out in the name 
of the publishing company. The court held 
that the plaintiff was only an “exclusive 
licensee,” and that the proprietor (the 
Curtis Publishing Company) was a neces- 
Sary party to any suit for infringement. To 
apply this reasoning to the Wodehouse case, 
if Wodehouse was an exclusive licensee of 
all the rights he retained, the transaction 
with his publisher was clearly a sale rather 
than a licensing agreement. 


Application of Contract Law 


In many other instances the courts have 
recognized that literary property is to be 
treated as ordinary property; and where the 
Copyright Act is silent, they have applied 
the rules of contract law to interpret agree- 
ments. Thus, the Copyright Act is com- 
pletely silent as to the rights of licensees and 
the courts have looked to contract law to 
determine these rights." An _ exclusive 
licensee by operation of law can compel the 
copyright proprietor to sue for infringe- 
ment;™ and should the proprietor himself 
be the infringer, he, too, may be sued for 
such infringement.™ 


By amendment to the Copyright Rules of 
Procedure, in September, 1939, copyright 
proceedings have been brought within the 
Federal Rules of Civil Procedure.* Under 
Rule 19,” a licensee may now bring into his 


Goldwyn case, that it was a question of fact to 
determine whose copyright had been infringed, 
the plaintiff's or the authorized motion-picture 
user’s, and that both parties might sue for in- 
fringement as a result. See O’Neill v. -General 
Film Company, 171 App. Div. 854 (N. Y., 1916). 

5030 F. Supp. 301 (DC Pa., 1939). To avoid 
the effect of this decision, it might be well to 
include in such publishing contracts the express 
provision that the copyright is to be held in 
trust for the author. 

51 Weil, op. cit., p. 522. 

5 Page & Company, Inc. v. Fox Film Corpora- 
tion, 83 F. (2d) 196 (CCA-2, 1936). Cf. Goldsmith 
v. Commissioner, infra, footnote 63. 

53 Wooster v. Crane, 147 F. 515 (CCA-8, 1906). 

See Gay v. Robbins Music Corporation, 38 
N. Y. Supp. (2d) 337 (1942). 

54 Section 25 provides: ‘‘Rules and regulations 
for practice and procedure under this section 
shall be prescribed by the Supreme Court of 
the United States.’’ 

55 Rule 19 incorporates the decision of Inde- 
pendent Wireless Telegraph Company v. R. C. A., 
269 U. S. 459 (1926). See Proceedings of the 
American Bar Association, Cleveland Proceed- 
ings (1938), p. 259. 
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action for infringement an uncooperative 
owner of copyright as a codefendant if 
within the jurisdiction of the District Court, 
or as an involuntary party plaintiff if with- 
out the jurisdiction.* Thus, for all practical 
purposes, the stringency of the procedural 
aspect of the rule of indivisibility has been 
swept away and the licensee or assignee 
may now institute and control suits for in- 
fringement. At the very most, a failure to 
join the copyright proprietor in the suit 
would now be subject to a technical attack 
for lack of joinder of necessary parties, 
which could easily be remedied without the 
suit’s being dismissed as in the Goldwyn case.” 


Realistic Approach 


It would seem, therefore, that since the 
basic reason for indivisibility has been dis- 
solved, the courts should approach copyright 
transactions in a more realistic manner. 
“The entire theory that copyright is indi- 
visible and does not submit to partial as- 
signments is fictitious and discounts the 
increasing practice in literary, musical and 
dramatic fields, where particular rights and 
subdivisions of these very rights are licensed 
and then limited by time and territory, each 
representing a definite source of income for 
the author and composer.” * 


In analyzing a particular transaction, the 
courts should give effect to the substance 
rather than the form of the transfer. There 
are established rules to determine whether 
what is being transferred has resulted in a 
license or a sale. Thus, a license is usually 
considered a personal privilege revocable by 
the licensor. A licensee may not grant sub- 
licenses unless he is permitted to do so by 
the licensor.” Licenses are limited strictly 
to their expressed purpose,” and are deemed 
nonexclusive unless they are expressly made 
so. An assignment has none of these limita- 





56 Hoffman v. Santly-Joy Inc., 51 F. Supp. 778 
(DC N. Y., 1943). 

5? When the complaint in the Goldwyn case 
was dismissed, the plaintiff paid the copyright 
proprietor $2,500 to join in a new suit and 
agreed to save him harmless from any costs or 
judgments in this suit resulting from the join- 
der. The case was then renewed sub nom. 
Stephens v. Howell Sales Company, 16 F. (2d) 
805 (CCA-2, 1926), in which this agreement was 
attacked as collusive. However, the court sus- 
tained this procedure. Under Rule 21 of the 
Federal Rules of Civil Procedure, a party may 
now be dropped or added either on motion or 
by the court acting on its own accord. 

588 Shafter, Musical Copyright (2d ed., 1936), 
p. 139. 

%° Herne v. Liebler, 73 App. Div. 194 (N. Y., 
1902). 

6 Mills v. Standard Music Roll Company, 223 
F. 849 (1915); aff’d 224 F. 360 (CCA-3, 1917). 
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tions, and is deemed to convey all of the 
rights of the copyright proprietor in the 
right transferred, with the right to reas- 
sign.” If the right is coupled with permis- 
sion to take out separate copyright, it should 
be conclusive that the transaction is an as- 
signment.” 


Goldsmith Case 


In 1944, prior to the Rohmer case, the Sec- 
ond Circuit was prepared to approach the 
problem in a most realistic manner in the 
case of Goldsmith v. Commissioner.“ Clifford 
Goldsmith had transferred the exclusive mo- 
tion-picture rights to a play, of which he 
owned the statutory copyright, to Para- 
mount Pictures. The copyright had been 
issued on the play Enter to Learn in 1936. 
The play later was revised without material 
changes in the plot; and the revision, en- 
titled What a Life, was presented on the 
stage. The royalties from the stage produc- 
tion were included in gross income, but the 
transaction covering the transfer of motion 
picture rights was reported as the sale of a 
capital asset and the proceeds were re- 
ported asa capital gain. Under the contract 
of sale, the assignee was granted the right 
to assign to others, and also the right to sue 
in the name of the assignor, for its own 
benefit, risk and expense, in order to enjoin 
the infringement of the rights granted by 
the assignment. 


The Commissioner contended that the 
transaction was not a sale, but that even if 
it had been a sale, it would not have been 
the sale of a capital asset resulting in a capital 
gain, as the property had been used in trade 
or business and was the subject of an allow- 
ance for depreciation as provided in Section 
23 (1) of the Revenue Act of 1938.% The 
Tax Court sustained the Commissioner on 
both groufds. On his income tax return 
Goldsmith had reported his occupation as 
that of a playwright, and the Tax Court so 
found.® 





61 Weil, op. cit., p. 546; Macgillivray, Law of 
Copyright (1902), p. 81; Manners v. Morosco, 
258 F. 557 (CCA-2, 1919), rev’d on other grounds 
252 U. S. 317 (1920). 

62 Howell, op cit., supra, footnote 47, p. 144. 

6 [44-2 ustc § 9365] 143 F. (2d) 466; aff’g 
[CCH Dec. 13,017] 1 TC 711; cert. den. 323 U. S. 
774. 

6 Under the law controlling the case, a gain 
from the sale of a depreciable asset, used in 
trade or business, was taxable as an ordinary 
gain. Under the present law, Code Section 
117 (j), such gain may be taxable as a capital 
gain. 

6 How much Goldsmith’s own declaration in- 
fluenced the court on this point is problematical. 
However, in tax cases the courts have used such 

(Footnote 65 is continued on page 512) 
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The Second Circuit Court of Appeals also 
upheld the Commissioner, two opinions be- 
ing written. Judge Chase, for the minority, 
reached his conclusion by adhering to the 
rule of indivisibility, and on the authority of 
Sabatini v. Commissioner held that “in this 
instance there was no sale of the copyright 
since title remained in the assignor and 
therefore no asset, capital or otherwise, was 
sold.” (It should be noted that Judge 
Chase also wrote the opinion in the Sabatini 
case, in which Judge Hand had concurred.) 

Judge Hand, writing for the majority of 
the court, refused to follow this concept. 
He held that the transaction was a sale, but 
that the gain was not a capital gain, inas- 
much as “Clifford Goldsmith was ‘in busi- 
ness’ as a playwright and therefore 
the rights constituted ‘property held by the 
taxpayer primarily for sale to customers in 
the ordinary course of his business’,” and as 
such were specifically excluded from the 
definition of capital assets in Section 117. 
“An exclusive license requires the author to 
protect the license against other infringe- 
ment, and it is for most purposes treated as 
‘property’. I think that it is ‘property’ within 
Section 117 (a) (1), that its grant is a ‘sale’, 
and that the licensee is a customer in the 
ordinary course of business when the author 
is in business.” 


In the Rohmer case the court evidently 
recognized that its decision was a departure 


from Judge Hand’s reasoning. However, 
the court stated that “because of the differ- 
ing histories and purposes of Section 117 and 
Section 211 (a) (1) (A), respectively, we 
think that the views expressed by the ma- 
jority in the Goldsmith case have no bearing 
here. It is well to remember that the con- 
cepts employed in construing one section of 
a statute are not necessarily pertinent when 
construing another with a distinguishable 
background.” 


statements to their advantage when it buttressed 
their own conclusions, and ignored them. when 
contrary to such conclusions. Allison, ‘‘When 
and How to Be a Dealer, Rather Than an In- 
vestor,’’ 86 Journal of Accountancy 38 (1948), in 
considering the factors which make a dealer in 
real estate, states that ‘‘where he designates 
himself a dealer in tax returns,’’ the ‘‘outward 
trappings do not by themselves make a dealer, 
but they prove useful and embarrassing as the 
case may be. For example, in a recent case 
(Ethel S. White [CCH Dec. 16,052(M)], T. C. 
Memo. 12570, 1947) the Tax Court stated that 
an ‘admission’ on the tax return was the ‘high- 
est and best evidence’ that the partnership was 
a dealer.’’ 

% The pertinent provisions of the patent stat- 
ute applicable to the problem are Sections 40 
and 47. Section 40 provides: ‘‘Every patent 
shall contain .. . a grant to the patentee, his 


512 


Inconsistent Holdings 


It is difficult for this writer to grasp the 
court’s reasoning that the legal effect of a 
transaction could be a sale for purposes of 
Section 117 and yet be a license for purposes 
of Section 211 because of the “differing his- 
tories and purposes” of both sections. Both 
Goldsmith and Rohmer were in the business 
of exploiting their copyrights, the latter for 
a far longer period of time. The court in 
the Rohmer case, it is submitted, recognized 
that its reasoning was irreconcilable with 
Judge Hand’s conclusions and chose this 
method of avoiding a direct conflict. 


In the Rohmer case, of course, the court 
must have felt that not only prior copyright 
adjudications but also the patent adjudica- 
tions previously mentioned had to be dis- 
regarded, and was not prepared to go 
this far. 


For purposes of taxation the courts have 
held that where the owner of the patent 
grants™ the exclusive right to “make, use 
and vend,” including the right to “sub- 
license” others, the grant represents a sale, 
taxable at capital gain rates, and not a 
license involving royalty income. The fact 
that the parties refer to themselves as “li- 
censor” and “licensee” is not determinative.” 
However, in a case ® involving the withhold- 
ing tax on nonresident aliens, one of the 
contracts was held to be a license because 
the inventor conveyed only the right to 
manufacture and sell, whereas other con- 
tracts involved were held to be sales because 
they conveyed the right to manufacture, use 
and vend.” 


The courts have also held that where the 
patent contract provides for termination or 
revocation upon certain conditions (such as 
inadequate exploitation of the patent by 
the grantee * or termination in the event the 
grantee was liquidated, dissolved or placed 


heirs or assigns, for the term of seventeen years, 
of the exclusive right to make use and vend 
the invention . . . throughout the United States 
and the territories thereof.’’ Revised Statutes 
Section 4884; 46 Statutes 376 (1930); 35 U. S. 
C. A. Section 40. Section 47 reads: ‘‘Every 
application for a patent or patents or any inter- 
est therein shall be assignable in law by an in- 
strument in writing . . . to the whole or any 
specified part of the United States.’’ Revised 
Statutes Section 4898; 55 Statutes 634 (1941), as 
amended; 35 U.S. C. A. Section 47. 

& Edward C. Myers [CCH Dec. 14,992], 6 TC 
258 (1946). 

6&8 Kimble Glass Company [CCH Dec. 15,963], 
9 TC 183 (1947). 

® Cf, Rotorite Corporation v. Commissioner 
[41-1 usrc § 9166], 117 F. (2d) 245 (CCA-7, 1941). 

7” Myers, supra, footnote 67. 
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in bankruptcy™), such conditions do not 
prevent the transaction from being a sale 
taxable at capital gain rates (or nontaxable 
if Section 211 is involved). The courts 
have treated these conditions as “conditions 
subsequent whereby a title already vested 
might become divested.” ” 


The fact that the selling price in a con- 
tract granting the right to make, use and 
vend a patent is not a fixed sum but is con- 
tingent on profits or sales does not prevent 
the grant from being a sale taxable at capital 
gain rates.” Thus, in Commissioner v. Hop- 
kinson," the court said that “this manner of 
paying for the property was but an install- 
ment plan which did not lessen the full and 
complete title to the property which was 
transferred to the purchaser and gave it the 
rights of an absolute owner.” 


Waterman Case 


Practically all the tax cases dealing with 
patents have relied to a great extent on the 
leading case of Waterman v. Mackenzie,” 
decided in 1891, which was also relied on in 
the Goldwyn case. At issue in the Waterman 
case was the procedural question of whether 
a transferee of a patent could sue in his own 
name. The Supreme Court enunciated the 
following principles, which have been quoted 


in numerous cases, both in patent and copy- 


right law: “Every patent issued under the 
laws of the United States for an invention 
or discovery contains ‘a grant to the 
patentee his heirs and assignees for the term 
of seventeen years, of the exclusive rights 
to make, use and vend the invention or dis- 
covery throughout the United States and 
the Territories thereof’. Rev. Stat. § 4884. 
The monopoly thus granted is one entire thing 
and cannot be divided into parts, except as 
authorized by those laws. The patentee or 
his assignees may, by instrument in writing, 
assign, grant, and convey, either, Ist, the 
whole patent, comprising the exclusive right 
to make use and vend, the invention through- 
out the United States; or 2nd, an undivided 
part or share of that exclusive right; or 3rd, 
the exclusive right under the patent within 
and throughout a specified part of the United 
States. Rev. Stat. § 4898. A transfer of 


™1 Commissioner v. Celanese Corporation of 
America [44-1 ustc { 9147], 140 F. (2d) 339 (CA 
of DC, 1943) (involving a nonresident alien). 

7 Ibid. 

7% Myers, supra, footnote 67; Kimble Glass 
Company, supra, footnote 68; Commissioner v. 
Celanese Corporation of America, supra, foot- 
note 71. 

7 [42-1 ustc 7 9330] 126 F. (2d) 406 (CCA-2, 
1942). 

7% 138 U. S. 252. 
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either of these three kinds of interest is an 
assignment properly speaking, and vests in 
the assignee a title in so much of the patent 
itself, with a right to sue infringees; in the 
second case jointly with the assignor; in the 
first and third cases in the name of the as- 
signee alone. Anassignment or transfer short 
of one of these is a mere license, giving the 
licensee no title in the patent, and no right to 
sue at law in his own name for infringement. 
Rev. Stat. § 4919.” (Italics supplied.) 


It is submitted that complete reliance, in 
the treatment of copyright, on patent deci- 
sions also dealing with procedural matters is 
subject to the same criticism noted above. 


Further, there would seem to be a suffi- 
cient difference in the concepts underlying 
the patent and copyright statutes to justify 
different conclusions as to the legal effect of 
a transfer. 


Patent and Copyright Laws 
Distinguished 


Primarily, the basic difference between 
the two statutes rests on the fact that the 
patent statute grants an absolute monopoly 
to the patentor, whereas the copyright stat- 
ute grants no such absolute monopoly to the 
copyright owner.” Thus, if a machine be 
patented, no one else may secure a patent 
for the same idea, or even innocently repro- 
duce it. However, if an author produces a 
novel by completely independent thought, 
in good faith, he is entitled to an inde- 
pendent copyright, even though prior copy- 
right may exist on the same work.” 


That the courts themselves are aware of 
those differences is evidenced in the many 
decisions on copyright infringement. Thus, 
the Second Circuit itself is on record as 
stating that the adherence to patent rules “is 
one of comity which may persuade, but 
cannot compel.”™ And the United States 


7% ‘‘Copyright law is usually treated as an off- 
shoot of patent law—as one of the two queer 
branches of our jurisprudence in which, by an 
exception depending on statute, intangible ideas 
are protected. The dissimilarities are more pro- 
nounced than the similarities. One gives a 
monopoly; the other merely a_ prohibition 
against copying—a very different thing.’’ Um- 
breit, ‘‘A Consideration of Copyright,’’ 87 Uni- 
versity of Pennsylvania Law Review 932 (1939). 
Cf. Karll v. Curtis Publishing Company, 39 F. 
Supp. 836 (DC Wis., 1941). 

7 E, g., Arnstein v. Marks Music Corporation, 
82 F. (2d) 275 (CCA-2, 1935); Fisher v. Dilling- 
ham, 298 F. 145 (DC N. Y., 1924). See Weil, 
op. cit., p. 998; Drone, op. cit., supra, foot- 
note 31. 

7% Hodgson v. Vroom, 266 F. 267 (1920). Ac- 
cord: Mast, Foos € Company v. Stover Manufac- 
turing Company, 177 U. S. 485 (1899). 
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Supreme Court is the very case cited for 
authority in the Goldwyn case stated: “... 
there are such wide differences between the 
right of multiplying and vending copies of a 
production protected by the copyright stat- 
ute and the rights secured to an inventor 
under the patent statutes, that the cases 
which relate to the one subject are not alto- 
gether controlling as to the other.” ™ 


Copyright Law Reformed 


The Waterman case was decided eighteen 
years prior to the enactment of the present 
copyright statute. The Register of Copy- 
rights, in speaking of the copyright legisla- 
tion in effect prior to the Act of 1909 and 
pointing out the need for reform, had this 
to say: “The copyright legislation now in 
force is not flexible enough to meet the 
needs of the present age of great material 
development. It is also difficult of interpre- 
tation, application and administration.” ™ It 
was no wonder that the courts felt impelled 
to look to the patent statute for guidance in 
interpreting such legislation. 


In 1905, President Theodore Roosevelt, in 
response to popular demand, urged Congress 
to re-examine and recodify the copyright 
legislation into one comprehensive act. The 
Act of 1909, with subsequent amendments, 
is the result of such action. It does not do 
justice to the intent of our legislators, and 
of those members of the legal profession 
who participated in the writing of this act, 
to stultify their efforts by continuing to in- 
terpret copyright in the light of patent law. 


Capital or Noncapital Asset 


It should be noted at the outset that the 
Goldsmith and Wodehouse cases are apposite. 
That in the one case the author was taxed 
and in the other he escaped taxation was due 
to the fact that different taxing sections of 
the Internal Revenue Code were involved. 
Thus, while in both cases it was held that 
the transactions had resulted in sales and 
that the payments received were not royal- 
ties, Wodehouse was not taxed because Sec- 
tion 211 does not contempfate the taxation 
of sales. However, Goldsmith sought to be 
taxed under rates applicable to capital gains, 
rather than those applicable to ordinary in- 
come; and to accomplish this he had to come 
within the positive terms of Section 117. 
This, the court held, he failed to do as his 
transferee was a customer in the “ordinary 
course of business.” 





7 Bobbs-Merrill v. Strauss, supra, footnote 27. 
8° Report of Register of Copyrights 7 (1903). 
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The problem facing the resident author, 
then, is to determine when he is in the busi- 
ness of selling to customers parts or all of 
his copyright. 


Judge Hand, at the close of his decision in 
the Goldsmith case, in justifying his reason- 
ing stated: “I can find nothing in the 
history of legislation which intimates the con- 
trary of this construction, and it seems to 
me the Board in Avery v. Commissioner .. . 
chose the better ground than did the Tax 
Court here.” 


Avery Case 


In Harold T. Avery, the taxpayer had 
been interested in inventing since 1925. 
During this time he had obtained a dozen 
patents, of which he had sold three and 
licensed two others. In 1935 Avery sold a 
patent to his employers for $35,000. This 
was the transaction under consideration. 
The time he devoted to inventing, other than 
as an employee, varied from no time in some 
months to ten-thirty hours in others. The 
Tax Court held that Avery was in the busi- 
ness of inventing, outside his employment, 
and that the patent was property held by 
him primarily for sale to customers in the 
ordinary course of business. 


While Judge Hand relied on this case, his 
reasoning is far different. The Avery deci- 
sion does not hold that an exclusive license 
is a sale. Absent such a holding, the Gold- 
smith decision does not go so far as to con- 
sider mere licenses, not properly classified 
as sales, in determining whether property is 
held for sale to customers. Actually the 
two points cancel each other, so that the 
Avery and Goldsmith reasoning may reach 
the same result. 


The Avery decision’s chief claim to fame 
rests upon the dubious distinction that it has 
been subsequently cited in Tax Court deci- 
sions only to be distinguished. 

In a series of cases following this case, 
various factual situations, all involving the 
taxability of sales of patents, were presented 
to the Tax Court. In all of these cases the 
sales were held taxable as capital assets 
rather than as ordinary income.” 

While certain conclusions may be drawn 
from these later cases as to when patents 





81 [CCH Dec. 12,812] 47 BTA 538 (1942). 

8 William M. Kelly [CCH Dec. 15,844(M)], 6 
TCM 646 (1947); Leo P. Curtin [CCH Dec. 
15,773(M)], 6 TCM 457 (1947); Myers, supra, 
footnote 67; Maurice B. Cooke [CCH Dec. 
14,398(M)], 4 TCM 204 (1945); Lee W. Walker 
[CCH Dec. 14,807(M)], 4 TCM 947 (1945); John 
W. Hogg [CCH Dec. 13,795(M)], 3 TCM 212 
(1944); Lester P. Barlow [CCH Dec. 13,218(M)], 
2 TCM 133 (1943). 
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will be treated as capital assets, these con- 
clusions must be general because any deci- 
sion is dependent upon all the facts and 
circumstances of a given situation. 


The later cases indicate a reluctance to 
hold that a patent is excluded from the 
capital asset classification on the ground that 
the taxpayer is engaged in the business of 
inventing. The Avery case held against the 
taxpayer on this point, but these later 
opinions found no difficulty in distinguishing 
that case on various grounds.” 


The sale of a sole patent invented by the 
taxpayer would probably be treated as a 
sale of a captal asset; * and the transfer of 


3% In the Kelly case the taxpayer had been 
hired as an inventor pursuant to an employment 
contract requiring him to assign inventions to 
his employer. The employer considered one of 
the transfers as not giving complete title, and 
purchased the patent outright. Subsequently 
the employer went bankrupt, and the invention 
was repossessed and resold to the employer. 
In the Curtin case, under a similar employment 
contract, the taxpayer was given exclusive li- 
censes by the employer. These and a subsequent 
invention were transferred by the taxpayer to a 
corporation of which he was a salaried officer 
and general manager and in which he owned 
one fifth of the shares. In the Myers case the 
taxpayer was employed as a sales engineer, dur- 
ing which period he perfected an invention and 
subsequently sold it. In the Cooke case, under 
a typical ‘‘inventor-employee’’ employment con- 
tract, the taxpayer was permitted to sell one 
invention for his own account. In the Walker 
case the taxpayer was an engineer who, in his 
spare time, perfected an invention which he 
sold. In the Hogg case the taxpayer was a 
clerk who, in his spare time, worked on several 
inventions, none of which he sold but one of 
which he licensed. The license was terminated 
and the patent sold for a consideration payable 
in two installments. In the Barlow case the 
taxpayer was an inventor who had licensed all 
his inventions except two, which he sold. The 
purchaser-corporation went into receivership, 
and the taxpayer sued for royalties due at the 
time of receivership. The recovery was held to 
be a capital gain. 

31 Kelly, on the ground that the inventions in 
question were not made in the course of busi- 
ness independently from the taxpayer’s employ- 
ment and the sales were made to his employer; 
Curtin, on the ground that the taxpayer had 
made the transfer to a corporation in which he 
had a proprietary interest, and was not moti- 
vated by immediate profit; Cooke, on the ground 
that the taxpayer was not a professional inventor 
and was not employed because of having made 
inventions in which his employer was interested; 
Hogg, on the ground that Avery was a profes- 
sional inventor; Barlow, on the ground that in- 
ventions held for sale and those held for license 
were to be distinguished, and that the inven- 
tions were therefore not held for ‘‘sale to cus- 
tomers in the ordinary course of his [the 
taxpayer’s] trade or business.’’ 

% Myers, supra, footnote 67. Accord: Samuel 
E. Diescher [CCH Dec. 9787], 36 BTA 732 
(1937); aff’d [40-1 ustc { 9233] 110 F. (2d) 90 
(CCA-3; 1940); cert. den. 310 U. S. 650 (1940). 


Taxation of Copyright 


other patents, other than by sale, to an in- 
ventor’s employer would not of itself pre- 
vent the sale of a later patent from being a 
sale of a capital asset.™ 

The Tax Court seems to consider that 
licenses are not sales.” The opinion of Judge 
Hand in considering an exclusive license a 
sale casts some doubt on this, but appar- 
ently it would have no effect on an inventor 
who was in the business of licensing other 
than by exclusive licenses. If the Tax Court 
view is sustained, the only sale of a patent 
will probably be treated as the sale of a 
capital asset, even though the taxpayer is 
engaged in the business of licensing 
patents. Furthermore, it seems to follow 
that the sale of a patent which had previ- 
ously been the subject of a license will not 
be excluded from the capital asset classifi- 
cation solely by reason of a prior license. 

Finally, it appears doubtful whether a tax- 
payer is in trade or business merely by vir- 
tue of the fact that he is a salaried employee 
of a corporation engaged in such trade or 
business.” 


Whether the courts will carry these rul- 
ings into copyright taxation is problematical; 
as yet there has been no opportunity. In 
both the Berlin and Goldsmith cases the rul- 
ings were against the taxpayer. Certainly 
General Eisenhower with his “amateur 
status” presents the better factual situation 
for the allowance of the capital gain rates 
of taxation. 

In attempting to gain beneficial rates of 
taxation the professional author faces an in- 
surmountable hurdle. The average author, 
before he has a play or book which is suc- 
cessful in a monetary sense, has established 
a long history of licensing. A case more 
analogous to the patent cases noted here is 
that of the author who works full time for a 
newspaper, or a motion-picture company as 
a writer, and in his spare time writes his 
play or novel. In this situation a history of 
licensing would not seem detrimental to the 
treatment of a sale such as that of Eisen- 
hower’s book as a sale of a capital asset, and 
the manner of payment of the consideration 
would not be finally determinative.” The 
Goldsmith decision that the transfer of an 
“exclusive license” was a sale seems to have 
been repudiated by the Rohmer decision. 


8% Kelly and Cooke, supra, footnote 82. 

% Barlow, supra, footnote 82 (which considers 
as dictum a statement to the contrary in the 
Avery case); Diescher, supra, footnote 85. 

88 Ibid. 

89 Hogg and Cooke, supra, footnote 82. 

%° Commissioner v. Hopkinson, supra, 


foot- 
note 74. 
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The professional author who devotes all 
his time to writing faces the problem of 
hurdling not only the copyright tax deci- 
sions but also the patent decisions, inasmuch 
as all the later patent cases would have 
reached the same result as in the Avery case 
if the taxpayers there had been engaged in 
the business of inventing. 


Conclusion 


A definitive ruling by the Supreme Court 
in the Wodehouse case is anxiously awaited. 
However, the decision in the Circuit Court 
may well have been on too broad a base to 
result in any final determination as to the 
divisibility of copyright. 

As noted above, the Circuit Court rested 
its decision on two grounds: (1) that the 
transfer was a sale and therefore not tax- 
able, and (2) that the lump-sum payment 
did not answer the description of “annual 
or periodical gains.” 


It is hoped that the Supreme Court will 
rest its decision on point (1) rather than on 
point (2). A decision on the former ground 
will finally determine the legal effect of 
transfers of less than the entire copyright 
by the copyright proprietor, while a deci- 
sion based on the latter ground will be 
limited in scope and provide merely a de- 
vice for avoiding taxation. 

In the opinion of this writer, there is suffi- 
cient basis for the Supreme Court to hold 
that a transfer of less than the entire 
“bundle of rights” which make up copy- 
right constitutes a sale. No specific provi- 
sion in the copyright statute forbids such 
a transfer. Section 42, the applicable provi- 
sion, states merely that “copyright ... may 
be assigned.” Rules of statutory construc- 
tion do not compel the conclusion that less 
than all may not be assigned. Section 1 of 
the copyright statute provides further sup- 
port for divisibility in that the exclusive 
right granted by the statute is not a single 
right but an aggregate of individual rights 
segregated into lettered paragraphs, “de- 
pending in number and extent on the form 
of the specific ideas involved, which aggre- 
gation for convenience is called copy- 
right.” ™ 

Finally, since 1939, when the Federal 
Rules of Civil Procedure were made ap- 
plicable to suits for copyright infringement, 
the inability of a licensee to institute suit for 
such infringement has in effect been removed, 


thus eliminating procedural bars to such 
action. 


1 Weil, 
p. 795. 
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op. cit., p. 56. See Ladas, op. cit., 


An affirmance in the Wodehouse case on 
either of the above grounds, however, is no 
longer as pressing an issue for many non- 
resident alien authors. In 1946, the United 
States and the United Kingdom signed a 
convention for the relief of double taxation, 
whereby royalties are no longer .taxable in 
this country or subject to withholding in the 
case of a resident of the United Kingdom 
who pays taxes there on the same royalties. 
The United Kingdom, in turn, does not tax 
residents of the United States.” 


However, the nonresident alien author 
whose country does not have such a treaty 
with the United States will be vitally con- 
cerned with an affirmation. 


In the case of the professional resident 
author, a holding that a transfer of less than 
all of the copyright constitutes a sale still 
requires the author to show that the trans- 
feree was not a “customer in the ordinary 
course of business.” As noted above, some 
factual situations do satisfy this test; but in 
the majority of situations the author will 
still find himself subject to the present rigor- 
ous rates of income tax. 


The resident professional author can only 
hope for remedial legislation on the part of 
Congress to relieve his tax burden. 


In 1939, a step in this direction was taken 
when Section 107 of the Internal Revenue 
Code was added by the revenue act of that 
year.” Subsection (b) of this section at- 
tempted relief by limiting the amount of 
taxes payable by an author to those taxes 
which normally would have been payable if 
the royalty income had been received in 
equal portions in each of the years the author 
devoted to the writing of his work. This 
broad statement of the rule is subject to 
qualifications as to time and amount, which 
are not within the scope of this paper. How- 
ever, the relief afforded is limited in scope, 
and even to that extent has been dissipated 
by adverse decisions depriving the author 
of the benefit of capital gain rates of taxation. 


[The End] 


% At the present time similar tax conventions 
are in effect with France and Sweden. Conven- 
tions with the Union of South Africa, Denmark, 
the Kingdom of the Netherlands and New Zea- 
land are pending ratification. Negotiations are 
being carried on to establish tax conventions 
with Belgium, Luxembourg and Mexico. (De- 
partment of State Press Releases Nos. 460 (July 
3, 1946) and 376 (May 2, 1947).) 

8 As originally enacted, Section 107 applied 
only to compensation for personal services. Sub- 
section (b), dealing with income from patents 
and copyrights (‘‘artistic work’’), was added to 
the Code by Section 139 of the Revenue Act of 
1942, and was made retroactive to taxable years 
beginning after December 31, 1940. 
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' Basis of Cash 


By EDWARD T. ROEHNER 


CAN CASH HAVE 


AN CASH have a basis of 
less than itself?* Three 
lawyers of excellent reputation 
as tax counsel write that cash 
can have a basis of less than 
cash under the Treasury’s posi- 
tion on distributions in kind to 
partners. I disagree.’ 


These authors are Jacob Rab- 
kin and Mark H. Johnson, who collaborated 
in one article,* and M. R. Schlesinger.‘ The 
circumstances under which cash has a basis 
of less than itself occurs, according to them, 
when partnership assets which have in- 
creased in value are distributed in kind to the 
partners, and only cash is left in the part- 
nership. The three authors maintain, to take 
the illustration furnished by Rabkin and 
Johnson, that if E and F each contribute 
$5,000 in cash to a partnership, a total of 
$10,000, and the partnership buys securi- 
ties for $4,000 and distributes them to the 
partners when they increase in value to 
$6,000, the basis of the securities to the 
partners is $5,000, which leaves a basis of 
$5,000 for the cash of $6,000 still in the 
partnership.* 

1 The term ‘‘cash’’ as used here does not refer 
to foreign currency. 


2Cf. Judge Frank (CA-2), ‘‘A Plea for Lawyer 
Schools,’’ 56 Yale Law Journal 1303 (1947): ‘‘In 
some earlier writings, seeking to avoid a show 
of egotism, I used the impersonal approach, 
saying, ‘the author’, when I meant ‘I’. I have 
come to believe that the first person is less ego- 
tistic, for it abandons the impersonal disguise 
and frankly reveals the personal character of 
the statement.’’ Judge Frank has continued the 
use of the first person singular in ‘‘Words and 
Phrases: Some Reflections on Statutory Inter- 
pretation,’’ 47 Columbia Law Review 125 (1947), 
and in ‘‘Say It with Music,’’ 61 Harvard Law 
Review 921 (1948). 


’“‘The Partnership Under the Federal Tax 
Laws,’’ 55 Harvard Law Review 909 (1942). A 
note by Johnson in the November, 1948 Tax 
Law Review (at p. 119) on distributions in kind 
to only one partner shows that the position of 
these authors has not changed. 


#***Thin’ Incorporations: Income Tax Ad- 
vantages and Pitfalls,’’ 61 Harvard Law Review 
50 (1947). 


5 Op. cit., footnote 3, at p. 923. 


OF LESS THAN CASH? 


A BASIS 





“I disagree,” says this New York attorney. 
“Cash cannot have a basis of less than cash, 


if Congressional committee reports are to 
be followed as a guide to what Congress 
meant when it enacted Section 113 (a) (13).” 





The basis for gain or loss on property 
distributed in kind to the partners by the 
partnership is provided by Section 113 (a) 
(13) of the Internal Revenue Code. It was 
introduced in the Revenue Act of 1934, and 
has not since been changed. It states: 


“If the property was distributed in kind 
by a partnership to any partner, the basis 
of such property in the hands of the partner 
shall be such part of the basis in his hands 
of his partnership interest as is properly allo- 
cable to such property.” 


G. C. M. 20251 


G. C. M. 20251, on which Rabkin and 
Johnson base their interpretation of the Treas- 
ury’s position, interprets Section 113 (a) 
(13); I, T. 2010,* on which Schlesinger de- 
pends, was handed down in 1924. Schles- 
inger says that I. T. 2010, although handed 
down ten years before the first enactment of 
the statute, still applies. 


We have, then, to determine whether the 
incongruous result of cash having a basis of 
less than itself is justified either by the Rab- 
kin and Johnson interpretation of G. C. M. 
20251 or by the Schlesinger interpretation 
of I. T. 2010, and whether, if either inter- 
pretation is correct, the ruling which it in- 
terprets the statute correctly. 


G. C. M. 20251 informs us that where the 
only assets of a partnership are securities 
part of which are distributed in kind to the 
partners, the partners’ basis of the securities 
distributed to them is that proportion of the 
partnership interest which the value of the 


* 1938-2 CB 169. 
7 TII-1 CB 46 (1924). 






















































































































































































































































































































securities distributed bears to the value of 
all the securities. To quote from G. C. M. 
20251 on Section 113 (a) (13): 


“The report of the Ways and Means Com- 
mittee on the 1934 revenue bill . . . in which 
the provision first appeared states in part: 


pes Paragraph (13) further provides 
that if property is distributed in kind by a 
partnership to a partner, the basis to the 
partner shall be a proper proportionate part 
of che cost or other basis to him of his 
interest in the partnership. An example will 
make the operation of the proposal clear. 
Suppose that a partner, A, paid $10,000 for 
his interest in a partnership. Suppose that 
the partnership distributes to the parners 
property in kind representing one-half of its 
assets. Irrespective of the value of this 
property at the time of its distribution, the 
basis to A of the property distributed to him 
will be $5,000 and he will be taxed on any 
amount for which he thereafter disposes of 
the property in excess of $5,000. . . .’ 


“In its hypothetical case the committee 
stated that the ‘partnership distributed to 
the partners property in kind representing 
one-half of its assets’. . In the opinion 
of this office when, as here, and in the 
example of the Ways and Means Committee, 
a partnership distributes a part of its assets, 
the amount ‘properly allocable’ should be 
determined by reference to the value of the 
assets at the time of distribution. This con- 
clusion appears to be practical and consist- 
ent with the purpose of the statute. Its 
application may be illustrated by a simple 
case. Suppose that all of the initial assets 
of a partnership consisted of $500 contrib- 
uted by the partners in cash. The partner- 
ship purchased securities at a cost of $500. 
Later the securities rose in value to $5,000, at 
which time four-fifths of them were distrib- 
uted in kind to the partners. The basis 
to the partners would be the proportionate 
part of the basis to them of their interest 
in the partnership, or $400 (four-fifths of 
$500).” 

The Senate Finance Committee report 
adopted the language of the Ways and 
Means Committee report.* Since no cash 
was involved in the G. C. M. illustration, 
and no reference was made to cash, certainly 
it cannot be said that G. C. M. 20251 in- 
tended a basis other than cash to be allo- 
cated to cash. 





8 Senate Report No. 558, 73rd Congress, 2d 
Session, 1939-1 CB (part 2) 600. 
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Section 113(a)(13) 


Rabkin and Johnson, however, assume 
that since the G. C. M. provides that the dis- 
tributed noncash assets will be allocated a 
basis in accordance with the market value 
of all the noncash assets at the time of dis- 
tribution, the same rule is intended if cash 
is owned by the partnership. Of the mean- 
ing of Section 113 (a) (13) Rabkin and 
Johnson say:* 

“The purpose of this statute is so obvious 
that its perversion by the Bureau seems 
almost incredible. It is meant to carry over 
into a partner’s hands any realized appre- 
ciation or depreciation inhering in the dis- 
tributed property. For example, E and F 
each contribute $5,000 in cash to a partner- 
ship. The partnership buys securities for 
$4,000 retaining the balance of $6,000 cash. 
The value of the securities increases to 
$6,000. Instead of selling the securities at a 
profit of $2,000 the partnership distributes 
them. E and F separately sell the secu- 
rities for $3,000. E and F must realize sepa- 
rate profits of $1,000, or something is awry 
in the tax law. The statute, it is submitted, 
is susceptible to that interpretation without 
any strain, The part of the basis of the 
partnership interest ‘allocable’ to the dis- 
tributed property is the basis of that prop- 
erty to the partnership: the remaining basis 
of the partnership interest is still repre- 
sented by the capital account of the partners. 


“In contrast to this simple, practical and 
consistent rule, the Bureau has announced 
that the term ‘allocable’ requires an appor- 
tionment of the basis of the partnership in- 
terest, and that this apportionment is 
determined by the respective values of the 
assets distributed to the partner and his 
share of the assets remaining in the partner- 
ship. In other words, E’s basis for the 
securities is 3,000/6,000 of $5,000, or $2,500. 
His gain on the sale of the securities is thus 
$500, despite the fact that he would have 
realized a $1,000 gain had the partnership 
itself made the sale. To balance this wind- 
fall, E must take a $2,500 basis for his one- 
half interest in the $6,000 cash retained by 
the partnership. At one stroke, the Bureau 
has handed a tax loophole to the taxpayer 
and a bookkeeping impasse to his accountant.” 


Rabkin and Johnson, in the first sentence 
of the quoted language, say that the “purpose 
of this statute is so obvious that its perver- 
sion by the Bureau seems almost incredible.” 





® Op. cit., footnote 3, at p. 922. 
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They fail to quote the language of the Con- 
gressional committee reports on section 113 
(a) (13). According to the committee re- 
ports, the Bureau’s interpretation of Section 
113 (a) (13) is the only correct one, and the 
interpretation that Rabkin and Johnson offer 
would be a gross perversion of the meaning 
of the statute. There is no better gloss on 
a statute than the report of the Congres- 
sional committees through whose hands the 
bill passed.” When a Treasury interpretation 
of the meaning of a statute closely follows 
the language of the Congressional commit- 
tee reports explaining the bill, it is inaccurate 
to say, as do Rabkin and Johnson, that the 
statute’s purpose “is so obvious that its 
perversion by the Bureau seems almost in- 
credible.” True, it might seem more sensible 
for Congress to have provided that the basis 
to the partners on a distribution in kind by 
the partnership shall be the same as it was 
in the hands of the partnership, an inter- 
pretation which Rabkin and Johnson con- 
tend is the correct one. But if the Bureau so 
interpreted the statute, it would be doing 
violence to the committee reports which ex- 
plained the statute. It is significant that 
Rabkin and Johnson have refrained from 
giving the language of the committee reports 
in their argument against G. C. M. 20251. 


Nor is the language in the second para- 
graph—“At one stroke, the Bureau has handed 
a tax loophole to the taxpayer and a book- 
keeping impasse to his accountant”— correct. 
If in the illustration given by Rabkin and John- 
son the cash on hand of $6,000 is deducted from 
the $10,000 basis of the partnership interest 
to the partners, the basis allocable to the 
securities distributed is $4,000, which is the 
basis of the partnership interest to the part- 
ners, and on the sale each partner realizes 
a $1,000 gain. All that is necessary to follow 
the meaning of the statute where the part- 
nership has cash is to deduct cash from the 
partnership interest, since cash is the only 
basis “properly allocable” to cash—for there 
can be no gain or loss on its disposition— 
and then allocate the remaining partnership 
interest to the assets other than cash in 
proportion to their value, since only these 
assets can have a basis for gain or loss. 


10 Arthur H. Kent, former Acting Chief Coun- 
sel, Bureau of Internal Revenue, in an address 
before the National Tax Association, refers to 
the Congressional committee reports as the 
“Bible of the legislative draftsmen . .. when 
it comes to the drafting job.’’ (Proceedings of 
the Fortieth Annual Conference of the National 
Tax Association (1947), p. 128.) 


Basis of Cash 


I. T. 2010 


Schlesinger founds his position that cash 
can have a basis of less than itself on I. T. 
2010. According to him,” in that ruling a 
“partnership completely liquidated distribut- 
ing both cash and securities, and one of the 
partners inquired respecting the basis to 
him of the securities received by him, some 
of which were later sold. The Bureau ruled 
that: (1) the partner realized no gain or 
loss on the liquidation; (2) the basis of his 
partnership interest should be reduced by 
the amount of cash received; (3) his remain- 
ing basis should be allocated among the se- 
curities in proportion to their respective 
market values at the time of dissolution.” 
Schlesinger correctly states the ruling in 
I. T. 2010, interpreting the Revenue Acts of 
1918 and 1921, which were barren of any 
reference to the basis to be given to assets 
distributed in kind to partners. He believes 
this to be the result of provision (3) of 
I. T. 2010:” “Unfortunately when a partner- 
ship distributes both assets in kind and 
cash, and the former are distributed first, 
the pertinent basis of his partnership interest 
remaining after the distribution in kind can 
be less than the later cash distribution, so 
that gain will result from the cash receipt.” 


As an illustration, he presents the case of 
a partnership composed of two partners, 
where the basis of the partnership interest 
to each of the partners is $150,000, the assets 
consisting of $100,000 in cash, which is re- 
tained by the partnership, the remaining 
assets, subject to liabilities, being distributed 
to the partners. He says:* “Accordingly we 
assume that the assets distributed in kind 
by the partnership, subject to liabilities, are 
actually worth $900,000 and that $100,000 in 
cash is distributed later. A proportion of 
each partner’s $150,000 basis must be allo- 
cated to the assets received in kind by him. 
If the market value of one half of the part- 
nership assets, subject to liabilities, is $500,000, 
then under the third phase of I. T. 2010, 
450,000/500,000 of $150,000, or $135,000, 
would be each partner’s basis attaching to 
the assets first distributed after adjustment 
for liabilities subject to which they were 
taken. That operation, however, leaves only 
a $15,000 basis to each partner for his re- 
maining partnership interest. Upon his later 
receipt of $50,000 in cash he will realize a 
gain of $35,000.” 


It is difficult to understand how Mr. Schles- 
inger could come to such a conclusion. A 


11 Op. cit., footnote 4, at p. 72. 
12 Tbid., at p. 71. 
18 Tbid., at p. 73. 












































































































































ruling provides that where both cash and 
noncash assets are distributed in complete 
liquidation of a corporation, the basis of the 
noncash assets is to be reduced by the amount 
of cash distributed. From that ruling, he 
leaps to the conclusion that cash, although it 
reduces the basis of noncash assets on a 
complete liquidation, is to be treated as a 
noncash asset to which a basis of less than 
cash can be allocated on a partial liquidation 
in kind. 

Schlesinger does not refer to the Rabkin 
and Johnson article.* He was, however, 
aware of G. C. M. 20251, for in a footnote 
to provision (3) of I. T. 2010 he says, regard- 
ing G. C. M. 20251:% “This third phase of 


“Cf. Sidney P. Simpson (professor of law 
at New York University), ‘‘Continuing Educa- 
tion of the Bar,’’ 59 Harvard Law Review 649 
(1946), at p. 714: ‘‘There is a multitude of law 
reviews but they are edited and written by law 
professors and law students for the professors 
and students, not for practising lawyers. No 
lawyer can read them all, and few lawyers read 
any of them.’’ 

% Op. cit., footnote-4, at p. 72. 








MEXICAN MINING TAX RULING 


I. T. 2010 received extended consideration, 
and the same conclusion was reached with- 
out, however, any reference to the earlier 
ruling.” 


Conclusion 


It is submitted that if the Congressional 
committee reports are to be followed as a 
guide to what Congress meant when it en- 
acted Section 113 (a) (13), the Bureau is 
correct in its interpretation of that section 
when cash is not among the assets retained 
by the partnership; and that as to the situ- 
ation in which cash is among the assets, on 
which the Bureau has not yet ruled, the cash 
retained is to be deducted from the partner- 
ship basis before the allocation of basis is 
made to the assets in kind, for cash is the 
only basis properly allocable to cash. Then 
cash will never have a basis of less than it- 
self, and the purpose of Congress, expressed 
in its committee reports, will be carried out. 


[The End] 





The Mexican mining tax designated “Mining Tax and Mining 


Fee Law” is not an income tax. 


It is assessed on mining properties, 





















































on the production of metals and metallic compounds and on the 
production of nonmetallic ores. The rates of tax apply on the values 
of gold, silver and other metals in the various stages of production. 
When there is an increase in these values on the New York market, 
the rate of tax increases also. The value of these metals and metallic 
compounds is fixed monthly by the Mexican Government. This law 
is not a part of the general Mexican income tax law. It was imposed 
for many years before the enactment of an income tax law in Mexico. 
This tax is not imposed on the profits of the mining industries but 
on the. value of the ore produced. The costs of operation do not 
constitute factors in the determination of such value, and the taxes 
are applied whether there is income from the property or not. 

The Bureau recently ruled on this tax in connection with Sec- 
tions 131 (f) and 131 (h) of the Internal Revenue Code, and held 
that these taxes imposed with respect to the value of metals, metallic 
compounds and nonmetallic ores are not income taxes or taxes in 
lieu of income taxes within the meaning of Sections 131 (f) and 131 (h). 
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we property is sold on the install- 
ment plan, the gross profit therefrom 
may be reported under the installment 
method of accounting authorized by Sec- 
tion 44 of the Internal Revenue Code. The 
basic rule of the installment method is that 
the dealer-taxpayer may return the gross 
profit from an installment sale (i. e., the sale 
price, including credit service charge, less 
the purchase cost of the goods sold) ovér 
one or more taxable years, in the same propor- 
tion which the payments collected during any 
taxable year bear to the total contract price. 


In an early and important case on the 
installment method, Blum’s, Inc. [CCH Dec. 
2633], 7 BTA 737, one of the issues was 
the Commissioner’s contention that the amount 
of profit which could be deferred for tax 
purposes was to be calculated by use of a 
net profit percentage arrived at after de- 
ducting expenses of selling, advertising, 
collection, delivery, warehousing, adminis- 
tration, etc. This viewpoint was rejected 
by the Board. Originally, the applicable 
statute (Section 212(d) of the Revenue Act 
of 1926) employed the expression “total 
profit” to describe the factor to be used in 
calculating the amount of profit to be de- 
ferred; but Section 44(a) of the Revenue 
Act of 1928 changed this to read “gross 
profit,” and the latter words have been 
employed in the statutory language ever since. 


If the statute were literally followed, it 
would be necessary to determine the gross 
profit to be reported for the taxable year 
by applying to the installment payments 
received during such year the respective 
gross profit percentages realized in the 
years when the original sales (against which 
such payments are made) were consum- 
mated. However, the Board often stated 
that the installment provisions do not re- 
quire the taxpayer’s books to be kept in 
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any particular manner; the statute is satis- 
fied if adequate data is available from the 
books of account to permit an accurate com- 
putation of gross profit to be reported from 
installment sales. (B. B. Todd, Inc. [CCH 
Dec. 282], 1 BTA 762; L. S. Weeks Company 
[CCH Dec. 2188], 6 BTA 300; Redlick- 
Newman Company [CCH Dec. 2928], 8 BTA 
719; (Mrs.) C. H. Robinson {CCH Dec. 
2975], 8 BTA 972; Grand Rapids Show Case 
Company [CCH Dec. 4188], 12 BTA 1024.) 


A simplified method of arriving at the 
reportable gross profit is used in installment 
accounting. It involves the concept of “un- 
realized gross profit,” a term signifying the 
amount of gross profit applicable to the 
installment accounts receivable. The gross 
profit contained in the year-end balance of 
the installment accounts receivable com- 
prises the amount of unrealized gross profit 
to be deferred for tax purposes under Code 
Section 44(a). 

The proper amount of gross profit to be 
returned for tax purposes under the in- 
stallment method is obtainable by (1) de- 
termining the gross profit:on total sales of 
the taxable year (cash, open account and 
installment) according to the accrual method 
of accounting, (2) adding thereto the un- 
realized gross profit on installment accounts. 
receivable at the beginning of the taxable 
year and (3) subtracting from such sum the 
unrealized gross profit on installment ac- 
counts receivable at the close of the taxable 
year. This formula is generally utilized by 
installment basis taxpayers, and was ap- 
proved by the Board in Warren Reilly [CCH 
Dec. 2772], 7 BTA 1327, Grand Rapids Show 
Case Company, supra, and S. Davidson & 
Brothers, Inc. [CCH Dec. 6531], 21 BTA 638. 


It is highly important, in calculating the 
unrealized zross profit, to age the outstand- 
ing installment receivables by years of 
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origination and to apply to the installment 
receivables of each such year the respective 
gross profit rate realized on the sales made 
, during that year. In Abraham & Straus, 
Inc. [CCH Dec. 6622], 21 BTA 1145, a tax- 
payer who applied a single gross profit rate 
(that of the taxable year) to all of the in- 
stallment receivables was denied the use of 
the installment basis. If a taxpayer does 
not keep his books so that separate gross 
profit rates for installment sales and for 
cash sales, respectively, are determinable for 
each year, it is permissible to use a com- 
posite gross profit rate for each year based 
upon all sales of that year. (Blum’s, Inc., 
supra; Mayer & Company [CCH Dec. 3243], 
9 BTA 815.) In calculating the rate of 
gross profit, the finance or credit service 
charge should be considered as part of the 
selling price. (Anderson & Company [CCH 
Dec. 2309], 6 BTA 713.) 


In the installment business, a customer 
may continually add new purchases to his 
account and make installment payments against 
the total commingled balance. The aging 
of such outstanding receivables is covered 
in common-sense fashion by an early ruling 
(O. D. 815, 4 CB 88) which states that in 
cases of continuous accounts, the cash pay- 
ments received should be allocated in accord- 
ance with the generally recognized principle 
of law covering such cases: viz., that failing 
application by the vendee, the cash pay- 
ments should be applied to the earliest items 
of the account. 


Accounting Treatments 


A considerable body of litigation has de- 
veloped on the question of whether un- 
realized gross profit is includible in “earnings 
and profits” (the latter term being con- 
sidered in the sense in which it is referred 


to in the Internal Revenue Code). An un- 
derstanding of the problems involved will 
be facilitated by the following review of 
various accounting treatments employed for 
the handling of unrealized gross profit. It 
must be borne in mind that dealers who 
return their income on the installment basis 
for tax purposes nevertheless generally use 
the straight accrual basis of accounting in 
the presentation of their reports to -stock- 
holders, credit agencies, etc. 


Type A accounting treatment—Here the 
entire unrealized gross profit is considered 
as an item of deferred income on the balance 
sheet; it is placed below the liabilities sec- 
tion, but is segregated from the surplus 
section. Net income is determined as fol- 
lows: (a) profit (before federal income tax) 
on the installment basis, (b) minus federal 
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income tax on profit en the installment 
basis, (c) results in net income on the in- 
stallment basis. This Type A treatment, 
with its complete segregation of unrealized 
gross profit from earned surplus, is rarely 
seen in the published statements of install- 
ment dealers. However, it is the Commis- 
sioner’s position that this is the treatment 
to be employed in the preparation of a 
proper “tax purposes” balance sheet under 
the installment basis, and hence represents 
the treatment to be utilized for Schedule L 
of the corporation income tax return 
(Form 1120). 


Type B accounting treatment.— Here the 
unrealized gross profit is separated into two 
portions: (i) one part comprises the esti- 
mated federal income tax and state income 
or franchise tax, which will be payable upon 
collection of the unrealized (and theretofore 
untaxed) gross profit; and (ii) the other 
part comprises the remainder of the unreal- 
ized gross profit after deduction of such tax 
provision. Part (i) is usually placed below 
the current-liabilities section on the balance 
sheet, with a caption such as “Contingent 
and Deferred Provision for Federal and 
State Income Taxes” or “Reserve for Esti- 
mated Taxes Payable on Unrealized Gross 
Profit”; part (ii) is added to earned surplus 
and is not separately identified on the bal- 
ance sheet. Net income is determined as 
follows: (a) profit (before federal income 
tax) on the accrual basis, (b-1) minus fed- 
eral income tax on profit on the installment 
basis, (b-2) minus the increase (or plus the 
decrease) in reserve for estimated taxes pay- 
able on unrealized gross profit, (c) results 
in net income on the accrual basis. This 
Type B treatment is generally used by the 
larger installment dealers and can be con- 
sidered as good accounting practice in the 
presentation of unrealized gross profit in 
statements issued to the public. 


Type C accounting treatment.— Here the 
entire unrealized gross profit is added to 
earned surplus and is not separately identi- 
fied on the balance sheet. Net income is 
determined as follows: (a) profit (before 
federal income tax) on the accrual basis, 
(b) minus federal income tax on profit on 
the installment basis, (c) results in net in- 
come on some sort of hybrid basis. The 
Type C treatment is used by some of the 
smaller installment firms; it also occasionally 
appears in the statements of large install- 
ment dealers. This method of presentation 
is of doubtful validity in view of its failure 
to provide for the contingent tax liability 
on unrealized gross profit. (See Mont- 
gomery, Auditing Theory and Practice (sixth 
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edition), page 430.) Furthermore, since the 
income statement presents a profit (before 
federal income tax) on the accrual basis, 
from which there is deducted the federal 
income tax computed upon what may be a 
materially different figure (i. e., profit on the 
installment basis), the resulting net income 
may be so distorted as to be misleading. 


Early Cases 


The question of the treatment of unreal- 
ized gross profit in the determination of 
surplus under the law of federal income 
taxation first arose in World War I in- 
vested capital cases. In S. M. 632, of No- 
vember 23, 1918, the Treasury Department 
had held that the unrealized gross profit 
contained in installments unpaid at the be- 
ginning of the taxable year must be ex- 
cluded from surplus and undivided profits 
in computing invested capital for excess 
profits tax purposes. 

The cases concerned with this question 
under the tax laws applicable to the World 


_ War I period reveal great unanimity in 


establishing the rule that under the install- 
ment method the unrealized gross profit on 
installment sales made prior to the taxable 
year should be excluded from surplus at 
the beginning of the year, for the computa- 
tion of invested capital for the taxable year, 
and that this principle applied even where 
the taxpayer had changed from the accrual 
basis to the installment basis and had re- 
turned in full the profits of the prior years 
while on the accrual basis. (Blum’s, Inc., 
supra; New England Furniture & Carpet 
Company [CCH Dec. 3117], 9 BTA 334; 
Green Furniture Company [CCH Dec. 4625], 
14 BTA 508; J. B. Bradford Piano Com- 
pany [CCH Dec. 4981], 15 BTA 1045; 
Jacob Brothers Company v. Commissioner [5 
ustc J 1480], 50 F. (2d) 394 (CCA-2), aff’g in 
part and rev’g in part [CCH Dec. 5862] 19 
BTA 59; John M. Brant Company v. U. S. 
[5 ustc J 1481], 40 F. (2d) 126 (Ct. Cls.), 
cert. den., 40 F. (2d) 126, 282 U. S. 888, re- 
hearing den. 284 U. S. 631; S. Davidson & 
Brothers, Inc., supra; Tull & Gibbs, Inc. 
[CCH Dec. 6604], 21 BTA 1073; Tull & 
Gibbs, Inc. v. U. S. [5 uste J 1482; 2 ustc 
7 691], 48 F. (2d) 148 (CCA-9), aff’g [1930 
CCH § 6512] DC Wash.; Standard Computing 
Scale Company v. U. S. [5 uste J 1483], 52 
F. (2d) 1018 (Ct. Cls.).) 

The last of this series of decisions was 
handed down in 1931, and apparently no 
more cases involving unrealized gross 
profit were decided until 1943. In order 
properly to understand why the issue arose 
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again, after the above-mentioned decisions 
had consistently and repeatedly held that 
unrealized gross profit was not includible 
in earnings and profits, it is necessary to 
review briefly the development of the tax 
concept of “earnings and profits” during 
the intervening years. 


Background of Section 115(1) 


Although the term “earnings and profits,” 
having appeared in connection with the defi- 
nition of dividends, had long been used in 
the revenue acts which preceded the Internal 
Revenue Code, it was never defined by 
statute until 1940. The Commissioner had 
attempted, to some extent, to deal with the 
problem by regulation; Article 115-1 of 
Regulations 86 (under the 1934 Act) and 
Article 115-3 of Regulations 94 (under the 
1936 Act) and 101 (under the 1938 Act) 
contained the sentence: “Gains and losses 
within the purview of section 112 or cor- 
responding provisions of prior Acts are 
brought into the earnings and profits at the 
time and to the extent such gains and losses 
are recognized under that section.” How- 
ever, the Board of Tax Appeals and certain 
of the Circuit Courts had held, in several 
decisions involving distributions to stock- 
holders, that gains which had been tax free 
under the reorganization provisions of Sec- 
tion 112 were nevertheless includible as part 
of corporate earnings and profits. (See 
Commissioner v. F. J. Young Corporation 
[39-1 ustc J 9424], 103 F. (2d) 137 (CCA-3, 
1939), and other cases cited at page 645 of 
Estate of John H. Wheeler [CCH Dec. 
13,005], 1 TC 640. Also see Paul, “Ascertain- 
ment of ‘Earnings and Profits’ for the Pur- 
pose of Determining Taxability of Corporate 
Distributions,” Selected Studies in Federal 
Taxation (second series, 1938).) 


Despite these decisions, the Commissioner 
continued to maintain his position by re- 
peating the regulation as indicated above, 
until Congress finally enacted the substance 
of the regulation as part of Section 501 of 
the Revenue Act of 1940. Section 501 added 
Sections 115 (1) and 115 (m) to the Code, 
with retroactive application to all prior reve- 
nue acts, except that such retroactivity was 
not applicable to any tax liability which on 
September 20, 1940, was pending before, or 
had been theretofore determined by, the 
Board or any court. 

The question involved in these dividend 
cases was finally reviewed by the Supreme 
Court in Commissioner v. Wheeler [45-1 ustc 
7 9235], 324 U. S. 542 (1945). In this pro- 
ceeding, the Ninth Circuit Court of Appeals 
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( [44-1 uste J 9329] 143 F. (2d) 162), revers- 
ing the Tax Court (supra), had held that 
the retroactive provisions of Section 501 of 
the 1940 Act were unconstitutional as ap- 
plied to Section 112 (b) (7) of the 1938 Act. 
The Supreme Court reversed the Circuit 
Court and declared that a conclusion as to 
unconstitutionality was not warranted since 
the Commissioner’s position could be up- 
held on the basis that his regulation (see 
above-quoted sentence from Article 115-3 
of Regulations 101) was and had been valid, 
and therefore was effective for determina- 
tion of deficiency against the taxpayer with- 
out the necessity of invoking the question 
of retroactivity of the 1940 amendment. 


Shenandoah Case 


With the foregoing brief background to 
the addition of Section 115 (1) to the Code, 
we can return to the issue of includibility 
of unrealized gross profit in earnings and 
profits, which reappears in the cases in 1943 
in the form of the Shenandoah Company 
controversy. (Commissioner v. Shenandoah 
Company [43-2 ustc J 9623], 138 F. (2d) 792 
(1943); aff'g [CCH Dec. 12,936-F] 1 TCM 
430.) This Florida corporation was organ- 
ized in 1935 with a capital of $500. It ac- 
quired and subdivided a tract of land, sold 
the lots, elected to report the gross profit 
therefrom on the installment basis under 
Section 44 (b), and at the end of its fiscal 
year, which terminated on June 30, 1937, 
had accumulated profits of some $36,000 
(after taxes) and had an unrealized gross 
profit of approximately $35,000. Its account- 
ant had advised that it would be subject to 
undistributed profits surtax if it did not 
distribute such accumulation (including the 
unrealized gross profit) as a dividend prior 
to June 30, 1937; accordingly, on the basis 
of the accountant’s estimate of what the ac- 
cumulated profits would be, a dividend of 
$75,000 in interest-bearing notes was de- 
clared and paid. (The stockholders duly 
reported the dividend in their individual in- 
come tax returns for 1937.) 


Since Shenandoah’s taxable income on the 
installment basis for the fiscal year ending 
June 30, 1937, was only some $32,000, it 
assumed that it was entitled to a dividends- 
paid credit carry-over to the fiscal year end- 
ing June 30, 1938, when it paid no dividends 
and when its taxable income on the install- 
ment basis was some $19,000. However, the 
Commissioner refused to consider the un- 
realized gross profit as part of earnings and 
profits and held that the excess of the 1937 
dividend of $75,000 over the accumulated 
profits of $36,000 (after taxes) as of June 
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30, 1937, represented a distribution of cap- 
ital; as a result, the major portion of 
Shenandoah’s taxable income for its fiscal 
year ending June 30, 1938, became subject 
to the undistributed profits surtax. Shenan- 
doah had been placed in an untenable posi- 
tion, therefore, since its taxable income for 
its 1938 fiscal year stemmed from the un- 
realized gross profit at June 30, 1937, and 
the latter had all been consumed as part of the 
dividend payment made in its 1937 fiscal year. 


The Tax Court, in a memorandum opin- 
ion (January 16, 1943), decided that Shenan- 
doah’s unrealized gross profit was includible 
in its earnings and profits, on the authority 
of Commissioner v. F. J. Young Corporation, 
supra, and other decisions to similar effect. 
(However, since then, the Supreme Court’s 
decision in 1945 in Commissioner v. Wheeler, 
supra, as discussed above, invalidated the 
F. J. Young Corporation line of cases; and 
the basis for the Tax Court’s memorandum 
opinion in Shenandoah Company apparently 
has been likewise invalidated.) 


On appeal, the Fifth Circuit Court also 
held for Shenandoah, but its decision was 
premised on a different basis, viz., on the 
change in the law effected in 1940 by the 
retroactive addition of Section 115 (1) to 
the Code. The Fifth Circuit referred par- 
ticularly to the portion of Section 115 (1) 
which provides: “Gain or loss so realized 
[i.e., realized from the sale or other disposi- 
tion of property by a corporation] shall 
increase or decrease the earnings and profits 
to, but not beyond, the extent to which such 
a realized gain or loss was recognized in 
computing net income under the law ap- 
plicable to the year in which such sale or 
disposition was made.” The majority opin- 
ion held that this sentence does not limit 
earnings and profits to those “recognized” 
by the taxpayer in the sense that they have 
been subjected to taxation, but rather merely 
limits earnings and profits to those “recog- 
nized” (under the law applicable to the year 
of sale) in computing net income, even 
though payment of the tax on such recog- 
nized profits is deferred (to later years) under 
some other section of the Code, such as 
Section 44, prescribing the installment basis. 
In a dissenting opinion, Judge Holmes ex- 
pressed the view that the intent of Congress 
(as evidenced in the committee reports) in 
retroactively amending Section 115 was to 
change the statute law as interpreted in 
Commissioner v. F. J. Young Corporation, 
supra, to include in earnings and profits only 
such realized profits as had been recognized 
in the computation of taxable income for a 
taxable year or years. 
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Postwar Cases 


In 1946, cases began to reach the courts 
on the status of unrealized gross profit in 
the computation of World War II invested 
capital. The first two of these cases were 
Kimbrell’s Home Furnishings, Inc. v. Commis- 
sioner [47-1 ustc $5907], 159 F. (2d) 608 
(CCA-4), rev’g [CCH Dec. 15,267], 7 TC 
339, and Commissioner v. South Texas Lumber 
Company [48-1 ustc 5922], 333 U. S. 496, 
rev’g [47-2 ustc [5912] 162 F. (2d) 866 
(CCA-5), rev’g [CCH Dec. 15,360] 7 TC 
669. Although the Tax Court and Circuit 
Court decisions in the Kimbrell’s case pre- 
ceded, respectively, the Tax Court and Cir- 
cuit Court decisions in the South Texas 
Lumber Company case, this article will treat 
the South Texas Lumber Company case first 
since it was finally adjudicated by the Su- 
preme Court. 


The issue in South Texas Lumber Company 
was essentially the same as in Shenandoah 
Company, supra. In both cases, the taxpay- 
ers had sold real estate on the installment 
plan and had elected to report the profit 
therefrom on the installment basis author- 
ized by Section 44 (b) of the Code. Both 
taxpayers contended that the unrealized 
(and untaxed) gross profit was includible in 
earnings and profits; the only difference was 
that in the Shenandoah case the earnings 
and profits thereby enlarged were used to 
identify a distribution to stockholders as a 
dividend rather than as a capital distribu- 
tion, whereas in the South Texas Lumber 
Company case the earnings and profits thereby 
enlarged were used to increase the equity- 
invested capital and afford a greater express 
profits credit. 


The Tax Court rejected South Texas 
Lumber Company’s contention in a short 
opinion (supra, August 30, 1946), which 
stated that in its previously rendered deci- 
sion in the Kimbrell’s case, it had fully dis- 
cussed all the questions raised by South 
Texas Lumber Company. On appeal, the 
Fifth Circuit Court reversed the Tax Court, 
and in its decision (supra, July 3, 1947) said 
that in Commissioner 6. Shenandoah Company, 
it had already decided the question contrary 
to the contentions of the Commissioner. 
The court thought the holdings announced 
in the Shenandoah case were correct and 
controlling in the South Texas Lumber Com- 
pany case. Judge Holmes again dissented, 
this time on the ground that the Shenandoah 
decision had been overruled by Commis- 
sioner v. Wheeler, supra. 


On March 29, 1948, the Supreme Court 
(in a seven to two decision) reversed the 
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Fifth Circuit Court in the South Texas Lum- 
ber Company case, and in doing so presumably 
likewise overruled the principle followed by 
that Circuit Court in the Shenandoah case. The 
Supreme Court stated that the crucial question 
was the validity of a Treasury regulation, to 
wit, Section 29.115-3 of Regulations 111, titled 
“Earnings and Profits” and containing the 
following provisions added in 1941: “. .. 
the amount of the earnings and profits in 
any case will be dependent upon the method 
of accounting properly employed in com- 
puting net income. For instance, ... a 
corporation computing income on the install- 
ment basis as provided in section 44 shall, 
with respect to the installment transactions, 
compute earnings and profits on such basis.” 
The Court held this regulation to be rea- 
sonable, well supported by prior legislative 
and administrative history, and therefore 
valid; accordingly, the taxpayer’s contention 
was rejected since it conflicted with the 
regulation. 


The opinion (by Mr. Justice Black) con- 
sidered at length the argument based on 
the effect of the addition of Section 115 (1) 
to the Code, which argument had been suc- 
cessfully used before the Fifth Circuit Court 
in the Shenandoah case. However, the Su- 
preme Court rejected this argument on the 
grounds that Section 111 (d) of the Code, 
which reads: “Nothing in this section shall 
be construed to prevent (in the case of prop- 
erty sold under contract providing for pay- 
ment in installments) the taxation of that 
portion of any installment payment repre- 
senting gain or profit in the year in which 
such payment is received,” means that 
where a taxpayer is reporting income on the 
installment basis provided by Section 44, 
that section (and not Sections 111, 112 and 
113) prescribes (a) the extent to which 
installment profits are “recognized” as taxa- 
ble, and (b) the year in which such install- 
ment profits are “recognized” in computing 
taxable income. 


With the Supreme Court’s pronounce- 
ment in the South Texas Lumber Company 
case, the Type A accounting presentation 
outlined earlier in this article is definitively 
established as the correct treatment to be 
followed for tax purposes. 


Effect of Section 736(a) 


However, there remains to be discussed 
the question of the effect of Section 736 (a) 
on the includibility of unrealized gross 
profit in earnings and profits for the special 
purpose of the now-repealed World War II 
excess profits tax. This section was an ex- 
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cess profits tax relief provision, and the 
privilege of electing it was confined to deal- 
ers in personal property who computed their 
income on the installment basis under Sec- 
tion 44 (a). As a result of governmental 
wartime restrictions on consumer credit, 
installment dealers’ accounts receivable had 
declined precipitately, with a _ resultant 
bunching of income (under the installment 
basis) in years for which tax at excess 
profits rates had been imposed. To over- 
come this hardship, Section 736 (a) was 
enacted to permit dealers who met its eligi- 
bility requirements to elect to compute their 
income on the accrual basis for excess profits 
tax purposes, while at the same time they 
continued to report on the installment basis 
for normal tax purposes. (The section also 
contained provisions for a second election, 
subject to certain eligibility requirements, 
to abandon irrevocably the first election and 
thereafter use the installment basis for ex- 
cess profits tax purposes.) 


Section 736 (a) specified that the compu- 
tation of income thereunder was to be made 
“in accordance with regulations prescribed 
by the Commissioner with the approval of 
the Secretary.” In due course, the Commis- 
sioner promulgated the applicable portion 
of Regulations 112, Section 35.736 (a)-2 of 
which states in part: “If the taxpayer uses 
the excess profits credit based on invested 
capital pursuant to section 714, the determi- 
nation of accumulated earnings and profits 
shall be made without regard to any adjust- 
ment resulting from election made under 
section 736 (a).” 


A considerable volume of litigation has 
developed as a result of the contention ad- 
vanced by certain dealers, who determined 
their excess profits credit by the invested 
capital method, that an election under Sec- 
tion 736 (a) to compute income on the ac- 
crual basis for excess profits tax purposes 
impliedly carried with it the right to calcu- 
late earnings and profits as if the taxpayer 
had at all times been reporting on the ac- 
crual basis (even though the taxpayer had 
theretofore used, and continued to use, the 
installment basis for normal tax purposes). 
This in effect meant that such dealers 
claimed the right to include unrealized gross 
profit in accumulated earnings and profits 
for the determination of equity-invested 
capital. 

In the usual situation encountered where 
the benefits of Section 736 (a) had been 
elected, the installment dealer had a pre- 
war existence and his accounts receivable 
had been continuously decreasing year by 
year, starting with the first taxable year to 
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which the excess profits tax applied. Under 
such circumstances, his income on the ac- 
crual basis (used for excess profits tax pur- 
poses) was materially less than his income 
on the installment basis (used for normal 
tax purposes); and probably this was the 
situation envisaged in the above-quoted por- 
tion of Section 35.736 (a)-2 of the Regula- 
tions. This writer does not know whether, 
in the formulation of the regulation, con- 
sideration was given to the possibility that 
while the dealer’s accounts receivable might 
subsequently commence to increase again, 
the dealer might not be able to meet the 
statutory tests for abandoning Section 736 
(a) under the second election which is con- 
tained therein and specifically intended to 
provide for such a possibility. Under the 
latter set of circumstances, the dealer would 
be forced to continue to report on the ac- 
crual basis for excess profits tax purposes, 
but his accrual basis income would now ex- 
ceed his installment basis income; yet (ac- 
cording to the regulation) the latter would 
become part of his accumulated earnings 
and profits for determination of invested 
capital, rather than the former, which would 
have been the income actually subjected to 
excess profits tax for the taxable year involved. 


Kimbrell's Home Furnishings Case 


Paradoxically, the first case litigated on 
the question of the treatment of unrealized 
gross profit under Section 736 (a) involved 
the unusual situation of an installment dealer 
who had commenced business after the ex- 
cess profits tax had become effective, and 
who had reported (over the first three years 
of its existence) a greater excess profits net 
income on the accrual basis under Section 
736 (a) than it would have reported on the 
installment basis if it had not made the 
736 (a) election. In this case (Kimbrell’s 
Home Furnishings, Inc., supra), when the 
taxpayer contended for the inclusion of its 
unrealized gross profit in earnings and 
profits, it was contending simply that such 
income as had been subjected to excess 
profits tax should beseincluded in its earn- 
ings base for determination of its excess 
profits credit under the invested capital 
method. The Kimbrell’s case really raised 
three questions: 


(1) A first contention that under the In- 
ternal Revenue Code unrealized gross profit 
is includible in earnings and profits in every 
case. (This contention has since been defi- 
nitely answered in the negative by the Su- 
preme Court in the South Texas Lumber 
Company case.) 
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(2) A second contention that an install- 
ment dealer who had elected to use Section 
736 (a) could include unrealized gross profit 
in earnings and profits, but only for the 
exclusive purpose of computing invested 
capital to determine the excess profits credit. 


(3) A third contention that Kimbrell’s, 
and such other 736 (a) taxpayers (if any) 
as came squarely within the same fact situa- 
tion (i.e, commenced business after the 
excess profits tax became effective), could 
include unrealized gross profit in earnings 
and profits for the exclusive purpose of com- 
puting invested capital to determine the ex- 
cess profits credit. 


The Tax Court answered all three ques- 
tions in the negative. In rejecting the sec- 
ond contention, the court called attention to 
the above-quoted portion of Regulations 
112, Section 35.736 (a)-2, and declared that 
neither Section 736 (a) itself nor its legisla- 
tive history revealed any basis for the treat- 
ment sought. Regarding the third contention, 
the court concluded that Congress, in en- 
acting Section 736 (a), did not authorize 
such additional relief as would be required 
to alleviate Kimbrell’s position, and the 
court was therefore powerless to correct the 
situation. 


Fourth Circuit’s Decision 


On February 3, 1947, the Fourth Circuit 
Court reversed the Tax Court, in a decision 
which is difficult to evaluate. On the first 
contention, the Fourth Circuit cited and 
quoted from the Fifth Circuit’s opinion in 
Shenandoah Company, supra, and did so in a 
marked tone of approval, although it seems 
to this writer that the Fourth Circuit did 
not actually announce a decision on the first 
question (nor was it necessary that it do so 
in the case at issue). However, the Fifth 
Circuit in its later South Texas Lumber Com- 
pany opinion (subsequently reversed by the 
Supreme Court) stated that its Shenandoah 
holdings “were approved by the Fourth Cir- 
cuit in the Kimbrell case.” 


On the second contention, the Fourth Cir- 
cuit stated that the above-quoted Section 
35.736 (a)-2 of the Regulations deprived 
Section 736 (a) of the full force and effect 
which Congress intended it to have, and that 
since “earnings and profits of a taxpayer 
on an ordinary accrual basis undoubtedly 
include the uncollected profits contained in 
its accounts receivable, . . . earnings and 
profits of a taxpayer on the installment basis 
who complies with section 736 of the Code 
should be similarly treated.” The court ap- 
parently having answered the second con- 
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tention in the affirmative, it might have been 
assumed that the same answer applied auto- 
matically and without further argument to 
the third contention. Instead, however, in 
several parts of its opinion, particularly in 
the concluding portion, the Fourth Circuit 
used language which seems to refer pointedly 
to the unusual fact situation present in the 
Kimbrell’s case. The decision has created, 
therefore, a difference of opinion as to 
whether the court (a) meant to declare the 
regulation invalid in all 736 (a) cases, or 
(b) intended only to grant judicial relief in 
the unusual fact situation presented by the 
Kimbrell’s case. 


While the Commissioner did not apply 
for a writ of certiorari in the Kimbrell’s 
case, he has demonstrated his disbelief that 
the above-quoted provision of Section 35.736 
(a)-2 of the Regulations is wholly invalid 
by continuing to maintain his position with 
respect thereto in the territory comprising 
the Fourth Circuit, as well as elsewhere. 
The Supreme Court in its decision in South 
Texas Lumber Company, supra, mentioned 
the Kimbrell’s case in a footnote which re- 
ferred to the fact that the Tax Court had 
been reversed “but not on the contention 
here urged.” 


Tax Court's Position 


The Tax Court has taken the position 
that it will continue, for the present, to fol- 
low the views expressed in its own opinion 
in the Kimbrell’s case, despite the reversal 
thereof by the Fourth Circuit. On the basis 
of this stand, and citing the Supreme Court’s 
decision in South Texas Lumber Company, it 
has denied the taxpayers’ contention in the 
following cases that under Section 736 (a) 
unrealized gross profit is includible in ac- 
cumulated earnings and profits for determi- 
nation of invested capital: John Breuner 
Company [CCH Dec. 16,395(M)], 7 TCM 
274 (memo. op., Judge Johnson, May 12, 
1948); May, Stern & Company [CCH Dec. 
16,419(M) ], 7 TCM 309 (memo. op., Judge 
Harron, May 26, 1948); J. L. Goodman Fur- 
niture Company [CCH Dec. 16,614], 11 TC 
350 (September 30, 1948); House of Lind- 
berg, Inc. [CCH Dec. 16,659(M)], 7 TCM 
764 (memo. op., Judge Disney, October 25, 
1948); Busch’s Kredit Jewelry Company, Inc. 
[CCH Dec. 16,760(M)], 7 TCM 977 (memo. 
op., Judge Murdock, December 31, 1948); 
Sokol Brothers Furniture Company [CCH 
Dec. 16,878(M)] (memo. op., Judge Le Mire, 
March 10, 1949). The Breuner, May, Stern & 
Company and Lindberg decisions are on ap- 
peal in the Ninth, Third and Seventh Cir- 
cuits, respectively. 
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In White Brothers Company [CCH Dec. 
16,554(M)], 7 TCM 570 (memo. op., Judge 
Leech, August 11, 1948), the Tax Court, 
citing South Texas Lumber Company as au- 
thority, upheld the Commissioner, who, «in 
accordance with Section 718 (b) (1), when 
computing a 736 (a) taxpayer’s invested 
capital to determine the excess profits credit, 
reduced paid-in capital by the amount of 
dividends paid between 1921 and 1929 in 
excess of the taxpayer’s earned surplus (ex- 


time. This decision is on appeal in the Fifth 
Circuit. 


As several of the Section 736 (a) cases 
decided by the Tax Court in recent months 
have been appealed to the higher federal 
courts, and as a Section 736 (a) case is 
pending in the Court of Claims, further 
litigation is in prospect before it can be said 
that the last decision has been handed down 
in the controversy over the handling of un- 
realized gross profit for World War II 


clusive of unrealized gross profit) at the invested capital purposes. [The End] 
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STATE SALES TAX LEGISLATION 


The new sales tax laws of seven states are summarized below: 


Iowa has included sales of building materials, supplies and equip- 
ment to owners, contractors, subcontractors and builders within the 
category of retail sales and has defined the term “place of business.” 


Kansas has excluded sales of alcoholic liquor and beer and sales of 
aircraft and aircraft repair and replacement parts, for use in interstate 
and foreign commerce, from sales taxation. 


New York has extended the authority of the City of New York to 
levy sales and use taxes to July 1, 1952, and has revised the model law 
for New York City gross receipts taxation to exclude receipts from 
retirement systems created by Section 200, Insurance Law. 


North Carolina has excluded (a) sales of cement blocks, cinder 
blocks and clinker blocks from the tax on building materials, (b) sales 
of building materials sold to contractors, when such materials are to 
be used in construction or repair work for nonprofit institutions, and 
(c) sales of fuel to farmers for use for farm purposes other than house- 
hold purposes. 





North Dakota has exempted motor vehicles acquired by disabled 
veterans under the provisions of P. L. 663, Seventy-ninth Congress, 
from sales and use taxation. 


Tennessee has provided that sales to nonprofit religious, charitable 
and educational institutions shall be exempt from sales and use taxa- 
tion and has revised the allocation of revenues from its sales tax. 





Utah has provided that any sale of a motor vehicle shall be deemed 
to be taxable and has repealed the five per cent discount formerly 
allowed vendors as compensation for acting as sales tax coilection agents. 
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The Effect of the Federal Estate Tax 


on the Marital Deduction 


By ARTHUR BERMAN - - - - - 


Attorney, Harrisburg, Pennsylvania 


MUST THE SURVIVING SPOUSE SHARE IN THE PAYMENT OF 
THE ESTATE TAX, OR MAY THAT SPOUSE TAKE THE MARI- 
TAL DEDUCTION UNBURDENED BY ANY PART OF THE TAX? 


HE REVENUE ACT of 1948 has 

raised numerous problems by the crea- 
tion of the marital deduction. Two of these 
—the effect of the federal estate tax on 
the amount of the marital deducion, and the 
right of the surviving spouse to take the 
property qualifying for the marital deduc- 
tion without its being diminished by any 
portion of the federal estate tax due from 
the estate of the decedent—are mutually 
dependent. The answer to the first problem 
depends upon the answer to the second. 

The basic question involved in these prob- 
lems is raised fundamentally by Section 
812 (e) (1) (E) (i) of the Internal Reve- 
nue Code, which provides: 

“(E) Valuation of Interest Passing to 
Surviving Spouse.—In determining for the 
purposes of subparagraph (A) the value of 
any interest in property passing to the sur- 
viving spouse for which a deduction is al- 
lowed by this subsection— 

“(i) there shall be taken into account the 
effect which a tax imposed by this chapter, 
or any estate, succession, legacy, or inheri- 
tance tax, has upon the net value to the 
surviving spouse of such interest.” 

Senate Finance Committee Report No. 
1013, which accompanied the Revenue Act 
of 1948, stated that Section 812 (e) (1) 
(E) (i) “requires that there shall be taken 
into account the effect which the amount of 
any estate, succession, legacy, or inheritance 
tax may have upon the net value of any 
interest in property passing to a surviving 
spouse. This provision is designed to pre- 
vent any implication that such taxes should 
not be taken into account where such taxes 
and the marital deduction are mutually in- 
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terdependent. This provision is substantially 
the same as that provided in Section 812 
(d) of the Code, relating to bequests, etc., 


_to charity. The rule applies where the bur- 


den of a death tax falls upon the surviving 
spouse or the property in which an interest 
passes to the surviving spouse.” 


The instant problem concerns only those 
cases in which the testator does not specifi- 
cally provide by will as to who, or what 
portion of the testamentary estate, should 
bear the impact of the tax. The same 
problem is involved where the decedent 
dies intestate. 


Though the intent of the estate tax fea- 
tures of the act is to enable the decedent to 
pass half of the net estate (adjusted gross 
estate) to the surviving spouse tax free, the 
1948 additions to the Code, with two ex- 
ceptions (Sections 826 (c) and 826 (d), dis- 
cussed later), are silent as to whether the 
surviving spouse takes the property quali- 
fying for the marital deduction free of the 
federal estate tax. As we shall see, this is in 
keeping with the history of the federal estate 
tax law. 


The Code does not specify by whom or 
by what portion of the estate the federal 
estate tax shall be borne, except that the 
executor or administrator of the estate is 
the one primarily liable for its payment. 
(Section 822.) The intent is to pay the taxes 
prior to distribution of the estate (Section 
826 (b)), and to that extent the estate is the 
primary fund for the payment of the taxes. 
Section 826 (b) of the Code provides for 
the reimbursement out of the estate still 
undistributed, or for a just and equitable 
contribution from the persons benefiting 
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from the estate in those cases where the tax 
must be collected after distribution, so that 
the final impact of the tax is the same as 
though it first had been taken out of the 
estate before distribution But that section 
does not direct how the estate is to be dis- 
tributed; nor does it determine who shall 
bear the ultimate burden of the tax. (Riggs 
v. Del Drago [42-2 ustc § 10,219], 317 U. S. 
95 (1942).) 


State Apportionment Laws 


Congress did not contemplate that the 
government would be interested in the dis- 
tribution of the estate after the tax was 
paid, but, on the contrary, intended that 
state law should determine the ultimate thrust 
of the tax. Congress, from 1916 onward, 
understood local law as governing the dis- 
tribution of the estate after payment of the 
tax and left the determination of the burden 
of the estate tax to state law. Thus, the New 
York apportionment statute was held con- 
stitutional. (Riggs v. Del Drago, supra.) At 
the present time, sixteen states have adopted 
similar statutes, with various local limita- 
tions. (Arkansas, California, Connecticut, 
Delaware, Kansas, Maine, Maryland, Massa- 
chusetts, Minnesota, New Hampshire, New 
York, Pennsylvania, Rhode Island, Tennes- 
see, Texas and Virginia.) 

In general, these statutes provide that in 
the absence of a direction by the testator 
to the contrary, the various beneficiaries of 
the gross estate of the decedent should bear 
their proportionate tax. These statutes were 
enacted to insure equitable apportionment 
of the tax, for otherwise the residuary estate 
and hence the residuary legatees bore the 
burden of the taxes as though the taxes 
were an administration expense. With the 
adoption of an apportionment statute, specific 
and pecuniary legatees and the beneficiaries 
of nontestamentary property includible in 
the gross estate, such as imter-vivos trusts, 
must equitably bear their share of the tax 
burden. To answer our primary question 
as to whether the surviving spouse must 
contribute to the payment of the tax or may 
take the marital deduction property undi- 
minished by the tax, let us examine a com- 
parable legislative situation. 


Charitable Bequests 


Section 812 (d) of the Internal Revenue 
Code provides that in determining the net 
estate subject to federal estate tax, the 
amount of charitable gifts shall be deducted 
from the value of the gross estate. How- 
ever, in allowing the deduction for charitable 
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bequests, Section 812 (d) contains the pro- 
vision that if the federal estate tax, “or any 
estate, succession, legacy, or inheritance 
taxes, are, either by the terms of the will, 
by the law of the jurisdiction under which 
the estate is administered, or by the law of 
the jurisdiction imposing the particular tax, 
payable in whole or in part out of the [char- 
itable] bequests, legacies, or devises other- 
wise deductible under this paragraph, then 
the amount deductible under this paragraph 
shall be the amount of such bequests, leg- 
acies, or devises reduced by the amount of 
such taxes.” 


At no place in the federal estate tax law 
is it specifically provided that even though 
a charitable legacy is deductible from the 
gross estate, the charitable legatee shall not 
pay or bear some portion of the federal 
estate tax. Keeping in mind that the ulti- 
mate impact of the federal estate tax is de- 
termined by the states, we next look to 
cases arising in the various states with re- 
gard to apportionment of the federal estate 
tax against charitable legatees. 


Pennsylvania had the specific question 
before it in Harvey Estate, 350 Pa. 53, 38 
Atl. (2d) 262 (1944). The Pennsylvania Su- 
preme Court had to decide whether a char- 
itable legatee should bear a proportionate 
burden of the tax and, in determining that 
it should not, adopted the following lan- 
guage: “The application of the equitable doc- 
trine of contribution demands that the tax 
be borne commensurately by those whose 
gifts contribute to the tax burden and con- 
versely that there be eliminated from such 
burden all whose legacies do not in any way 
create or add to the tax” 


New York Cases 


In New York the question has arisen in 
several cases. The Surrogate’s Court in In 
re Starr’s Estate, 157 Misc. 103, 282 N. Y. 
Supp. 957 (1935), had before it a residuary 
estate divided into two equal parts. As to 
one part, certain life interests were granted 
to two named persons and the remainder 


was given to named charities. As to the 
other half, life interests were granted and 
the remainders were directed to be paid 
Over in certain contingencies to individ- 
uals, with the proviso that if at the time of 
distribution there was no individual who an- 
swered the description in the will, the prin- 
cipal was to pass to certain named charities. 
As to the first part, a charitable deduction 
was taken; as to the second half, no deduc- 
tion was permissible by reason of the wholly 
contingent right of succession by the charities. 
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The court stated: 

“Unless recognition is given to the fact 
that deduction of the value of the remainder 
vested in the charities has resulted in a les- 
sened total tax on the residuary and unless 
the source of the deduction resulting in 
such lessened total tax is taken into account 
in the apportionment of the taxes, the result 
will be that each half of the residue of the 
estate will bear an equal burden of the tax, 
though as to one-half only a portion of the 
property (i.e., the value of the life estates 
in it) was actually considered as subject to tax. 


“Equality of tax burden would have three 
effects, none of which is justified by the 
will or by fair treatment of the interests 
involved. First, it would in effect write 
into this will a direction that the tax be 
treated as an administration expense and be 
deducted before the division of the residu- 
ary into equal shares. Nowhere in the will 
is there anything which justifies that method 
of placing the tax burden. Second, it would 
force that half of the residuary in which the 
charities share in all events to pay a tax 
computed on property within that half not in- 
cluded for taxation, and in effect would de- 
prive such charities of most of the benefit of 
the credit which the tax law grants to char- 
itable gifts. Third, it would give to that 
portion of the residuary share entitled to no 
exemption and hence taxed upon its entire 
value a means of escape from part of the 
tax actually caused by the property value in 
such share.” Holding that the one half of 
the residuary estate should receive a de- 
duction before apportionment is made, the 
court concluded with this language: 


“This statutory rule of apportionment may 
be simply paraphrased by saying that it re- 
quires the actually taxed property to pay 
the tax in fair proportions.” 


In a more recent case, the New York 
court adopted a similar rule and held that 
charitable legatees pay their proportionate 
taxes computed on only that portion of their 
interests which was included for taxation, 
credit being given them for the benefits which 
the tax law grants to charitable gifts. (In re 
Dettmer’s Will, 179 Misc. 844, 40 N. Y. Supp. 
(2d) 99 (1943).) In re Blumenthal’s Estate, 
182 Misc. 137, 46 N. Y. Supp. (2d) 688 
(1944), likewise held that since charities were 
protected under the legislative plan, the estate 
taxes could not be deducted from the entire 
residue but could be apportioned only against 
the noncharitable beneficiaries. 


Marital Deduction 


Tax Court Cases 


The Tax Court, in determining the char- 
itable deduction of a Massachusetts estate, 
first had to determine what portion, if any, 
of the federal estate tax the residuary char- 
itable legatees had to bear. (Estate of Ed- 
win E. Jack [CCH Dec. 15,589], 8 TC 272 
(1947).) Massachusetts had enacted an ap- 
portionment statute which was applicable, 
but the statute had not received judicial in- 
terpretation with regard to charitable leg- 
acies. A life interest preceded the remainder 
interest of the charities. The Tax Court 
first held that under the statute outright 
gifts to charities bear no part of the tax 
burden. Second, it held “that where a char- 
ity has not an outright bequest but only a 
remainder interest after a preceding life 
estate, the charity must bear (in the sense 
that its bequest will be thereby reduced) 
only so much of the tax as. is attributable 
to the preceding life estate. This is because 
of the provision in the apportionment stat- 
ute which prevents apportionment as be- 
tween a life tenant and remainderman.” 
Third, the court held that the charities do 
not bear any of the tax attributable solely to 
the noncharitable remainders because they 
do not contribute to the total tax burden. 


The Tax Court has also passed, at least 
indirectly, upon the application of the Penn- 
sylvania apportionment statute in Estate of 
Reuben J. Freed [CCH Dec. 15,656(M)], 6 
TCM 216 (1947). A portion of the dece- 
dent’s estate was set aside to create a trust 
for the decedent’s widow for life, and then 
the corpus was to be paid to charitable leg- 
atees. The will was silent with regard to 
the tax burden. The charitable bequests were 
reduced to their present value, and since 
Pennsylvania imposed a ten per cent inher- 
itance tax. on charitable testamentary gifts, 
the present value of the bequests was re- 
duced by the inheritance tax. This was 
allowed as the charitable deduction for fed- 
eral estate tax purposes. The Commissioner 
did not raise any contention that the char- 
itable legacies were to be diminished by the 
federal estate taxes. 

The reasoning behind these cases applies 
with equal force to the marital deduction. 
The ultimate thrust of the tax being a state 
problem, in those states which have enacted 
apportionment statutes it is only equitable 
that the tax be borne commensurately by 
those whose gifts contribute to the tax 
burden and, conversely, that all whose leg- 
acies do not in any way create or add to the 
tax be eliminated from such burden. The 
surviving spouse’s share in those states does 
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not add to the tax burden, and the surviving 
spouse should receive that share undimin- 
ished by any federal estate tax. In fact, 
the tax burden has been lessened to the 
extent that the marital deduction causes 
the net estate to be taxed at a lower tax 
rate. Then, at least in those, states which 
have adopted apportionment statutes, the 
surviving spouse taking property which 
qualifies for the marital deduction should be 
relieved of the federal tax burden. 


Treatment in Other States 


The above treatment as accorded by those 
states which have apportionment statutes 
may be at variance with the treatment ac- 
corded by those states which do not have 
such laws. The general rule in the latter 
states is that the burden of death taxes, 
where the will is silent with regard thereto, 
must be borne by the residuary estate. (An- 
notation, 142 ALR 1140.) In effect, they 
are treated as an administration expense in 
determining the net residuary estate but 
not, of course, as an administration expense 
for federal estate tax purposes. 


This is illustrated by a Florida case, In 
re Bernay’s Estate, 150 Fla. 414, 7 So. (2d) 
444 (1942). In the Bernay case the testator 
provided that the residuary estate should 
be divided into one hundred shares, four 
of which he devised to charity. The will was 
silent with regard to what portion of the 
estate should bear the tax burden. The 
question was whether the estate tax should 
be borne by the entire estate (one share) 
or should be borne by the entire estate less 
the four shares bequeathed to charity. It 
was held that in the absence of a specific 
provision in the will “in unmistakable terms, 
it will be presumed that the testator intended 
that it should be set aside in like manner 
as other bequests and bear its portion of 
estate taxes and other expenses of admin- 
istration.” 

Thus, if the surviving spouse is a resid- 
uary legatee and the law of the state pro- 
vides that the residuary estate or the general 
estate shall bear the ultimate thrust of the 
federal estate tax, it is proper to decrease 
the amount otherwise deductible as the 
marital deduction by the amount of the 
tax by which the residuary or general estate 
was decreased. 


Harrison Case 


A similar situation was before the United 
States Supreme Court in Harrison v. North- 
ern Trust Company [43-1 ustc J 10,004], 317 
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U. S. 476 (1943). There the testator, a resi- 
dent of Illinois, bequeathed the residue of 
his estate to four named charitable organ- 
izations. His will contained no provisions 
as to the payment of federal or state death 
taxes except for a direction that all inherit- 
ance, legacy, succession and estate taxes 
upon certain specific bequests to individuals 
should be paid out of the general estate. 
To this extent, the case is similar to a sit- 
uation in which the applicable state law 
would have provided for the same payment. 
His executors claimed a charitable deduc- 
tion in the total amount of the residuary 
estate prior to the deduction of the federal 
estate tax. This was held to be erroneous, 
even though the law of Illinois provided 
that the federal estate tax was a charge 
against the entire estate and not against 
the residue. The Court was of the opinion 
that even though this may be true, admit- 
tedly the payment of the federal estate tax 
must operate to reduce the amount of the 
residuary estate passing to the charitable 
legatees. With this there can be no argu- 
ment, for the Internal Revenue Code is 
specific that the amount which may be de- 
ducted for a charitable deduction shall be 
the amount of the charitable gifts reduced 
by the amount of the taxes. 


While the language employed in Section 
812 (e) (1) (E) (i) is not the same as the 
language employed in Section 812 (d) of 
the Internal Revenue Code, the legislative 
intent, as before demonstrated, is the same 
in each instance. Therefore, if we take the 
Harrison case and substitute for the char- 
itable legatees an absolute gift to the sur- 
viving spouse, we shall arrive at the same 
result. By “taking into account the effect 
which” the federal estate tax “has upon the 
net value to the surviving spouse,” the mar- 
ital deduction, it will be conceded, must be 
decreased. The fact that the marital deduc- 
tion and the federal estate tax must be 
determined in one algebraic operation be- 
cause of the two mutually dependent vari- 
ables is immaterial for the purpose of this 
discussion. 


Application of Rule 


Where a testator qualifies a portion of 
the residuary estate for the marital deduc- 
tion and also desires his residuary estate 
to bear the entire tax burden, he must pro- 
vide, if he desires to obtain the maximum 
marital deduction, that all of the death taxes 
shall be imposed against that portion of 
the residuary estate not passing to the sur- 
viving spouse, the same to be calculated 
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prior to the deduction of the taxes. Other- 
wise, the rule laid down in the Harrison 
case will be applicable and the maximum 
benefit of the marital deduction will not be 
obtained. This is illustrated by North’s Estate, 
50 Pa. District & County 703 (1944). The 
testatrix provided that the estate taxes were 
to be paid “out of the corpus or principal” 
of her residuary estate. One of the resid- 
uary legatees, a charity, had to bear a por- 
tion of the tax. 


Before adopting an apportionment statute, 
California applied the general rule that the 
tax burden, like other administration ex- 
penses, rests on the general estate and is 
not apportioned among the legatees. The 
Circuit Court of Appeals, in applying the 
general rule that the charitable legatee had 
to stand a part of the tax, stated that in 
determining the amount of charitable de- 
duction, the federal tax itself must be used 
as an element in computing the taxable 
estate, upon which the amount of the tax 
will in turn depend. (Rogan v. Taylor [43-1 
ustc J 10,052], 136 F. (2d) 598 (CCA-9).) 


All states which do not have: apportion- 
ment statutes do not apply the general rule. 
While Succession of Radcliff, 212 La. 563, 
33 So. (2d) 114 (1947), did not involve a 
charity, the court stated that equitable prin- 
ciples must be applied. This is indicative of 
the result that Louisiana will reach when 
the charity and marital deduction problems 
are presented. The Kentucky court reached 
the same conclusion in Louisville Trust Com- 
pany v. Walter, 306 Ky. 756, 207 S. W. (2d) 
328 (1948). After several charitable pecu- 
niary legatees were satisfied, a life estate was 
created from the residue and at the death 
of the life tenant the corpus was payable 
to the University of Louisville. The char- 
itable pecuniary legatees were not held lia- 
ble for any of the tax, and the Kentucky 
law that the remainder interest must bear 
the tax of the preceding life estate was held 
applicable and decreased the share going 
to the university. 


The application of Section 812 (e) (1) 
(E) (i) can also reduce the marital deduc- 
tion even in those states which have ap- 
portionment statutes or which apply the 
general rule equitably. Again, we are con- 
cerned only with cases in which the will is 
silent with regard to the payment of the 
taxes. Where the state imposes a death 
tax on the transfer of property to a sur- 
viving spouse, it will decrease the marital 
deduction otherwise available. Where some 
of the property passing to the surviving 
spouse does not qualify for the marital de- 
duction, this, too, will diminish the net marital 


Marital Deduction 


deduction. As an example, an inter-vivos 
trust includible in the gross estate in which 
the surviving spouse has an interest and 
which does not qualify for the marital de- 
duction will decrease the marital deduction 
allowable. Where the surviving spouse takes 
more than fifty per cent of the decedent’s 
adjusted gross estate, even though fifty per 
cent does qualify for the marital deduction, 
it may reduce the allowable marital deduc- 
tion below what would otherwise be de- 
ductible. 


Sections 826(c) and 826(d) 


As mentioned at the beginning of this 
article, the Internal Revenue Code provides 
for apportionment in two sections. The his- 
tory of those sections, however, does not 
change the basic conclusion that the act 
or the Code does not thereby prevent or direct 
apportionment in other respects. These two 
exceptions are Sections 826 (c )and 826 (d). 


Prior to 1942, Section 826 (c) provided 
that the executor could recover from life 
insurance beneficiaries a proportionate amount 
of tax paid. In 1942, this section was amended 
to clarify the law. First, it specifically pro- 
vided that a decedent could in his will direct 
the payment of the federal estate tax by 
his estate and thereby relieve the insurance 
beneficiary from payment of any portion 
of the tax. Second, the amendment defined 
in more adequate terms the apportionment 
fraction, to overcome objection raised in 
the cases. (United States Trust Company of 
New York v. Sears [39-2 ustc § 9790], 29 
F. Supp. 643 (DC Conn.).) But the mere 
fact that Congress has expressly legislated 
with regard to apportionment of the tax 
caused by the inclusion of the insurance 
proceeds in the gross estate has been held 
not to imply that the other portion of the 
tax may not be apportioned. 


In Riggs v. Del Drago, supra, the argument 
was advanced that since Congress has stated 
affirmatively that apportionment is to be 
permitted with regard to the beneficiary of 
insurance proceeds and also the person tak- 
ing property by the decedent’s exercise of 
a taxable power of appointment (Section 
826 (d)), the residuary estate had to bear 
the burden of all the other taxes. This ar- 
gument was rejected on the distinguishing 
ground that Sections 826 (c) and 826 (d) 
dealt with nontestamentary property, and 
that therefore “the Congressional direction 
with regard to such property is wholly com- 
patible with the intent to leave determina- 
tion of the burden of the estate tax to state 
law as to properties actually handled as part 
of the estate by the executor.” 
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However, that answer of the Supreme 
Court, while sufficient for the purpose of 
the particular case, is not broad enough. 
As an illustration, a gift made in contem- 
plation of death will be included in the de- 
cedent’s gross estate. If the reason given 
in the Riggs case held here, it would imply 
that the state could not direct apportion- 
ment of the federal estate tax against the 
beneficiary of a gift made in contemplation 
of death since such a gift does not come 
into possession of the executor. But inas- 
much as interpretation has not been given 
credence by the courts (Mellon Estate, 347 
Pa. 520, 32 Atl. (2d) 749 (1943); Jeffery’s 
Estate, 333 Pa. 15, 3 Atl. (2d) 393 (1939)), 
the proper view is that the ultimate thrust 
of the tax in all cases except those covered 
by Sections 826 (c) and 826 (d) may be 
determined by state law. 

Section 826 (d), added by the Revenue 
Act of 1942, contained provisions for ap- 
portionment against beneficiaries of prop- 
erty passing by the exercise of a power of 
appointment similar to the provisions of 
Section 826 (c) for insurance proceeds. The 
purposes in enacting this legislation were 
to relieve the residuary legatees from the 
tax burden and to permit the donee of the 
power to relieve his own estate from pay- 
ing the tax on that property. 


Congress amended Sections 826 (c) and 
826 (d) of the Code by the Revenue Act of 


1948 to exclude from the operation of those 
sections the marital deduction property up 
to the fifty per cent limitation. When the 
fifty per cent limitation is reached, an order 
of priority is established by the amendment 
for determining the portion of the insurance 
proceeds or property subject to the power 
receivable by the surviving spouse for which 
the marital deduction was allowed. The prior 
history of the sections, revealing that Con- 
gress did not intend apportionment to be 
limited only to insurance proceeds and 
property passed by the exercising of the 
power of appointment, shows that Con- 
gress, in amending Sections 826 (c) and 
826 (d), did not intend to change the basic 
principle that the ultimate burden of the 
federal estate tax is a state question. 


Conclusion 


Whether a surviving spouse will bear any 
portion of the federal estate tax burden isa 
state problem. If the state apportions the 
tax only against those whose gifts created 
the tax, the surviving spouse will not bear 
the tax and, as far as the federal estate tax 
is concerned, the marital deduction will not 
be diminished. In those states where the 
federal estate tax is treated as an expense 
of administration, the surviving spouse’s 
share will be diminished by federal estate 
tax and the marital deduction will likewise 
be diminished. [The End] 





STAMP TAX LIABILITY 


A recent ruling from the Miscellaneous Tax Unit clarifies a double 


tax situation in regard to stamp taxes. 


This ruling holds that where 


an income beneficiary of a trust directs the trustee to sell the stock 
received as a dividend and allocated to trust income, only one transfer 


tax is imposed. 


The tax would have been incurred twice if the stock 


had first been transferred to the beneficiary and then sold by the 


beneficiary. 


M. T. 34, 495 CCH { 6100, 1949-6-13048. 
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MABEL L. WALKER 


The Tax “Answer Woman” 


JUST TO PROVE THAT THERE ARE WOMEN WITH A CAREER IN 
TAXATION, WE PRESENT A WORD PICTURE OF THE EXECUTIVE 
DIRECTOR OF TAX INSTITUTE, INC. . . . By ETHELYN WELLER 


O YOU HAVE ai tax question 

involving some principle of public 
finance which you would like to have 
answered? Do you have a question like 
this: “Is there any criterion for evaluating 
the tax system of a Moslem country?” If 
this one has you stumped, don’t spend too 
much time on it; it has Mabel Walker 
stumped, too—but not for long, because 
she is already at work searching musty 
volumes for the answer. When a tax or 
public finance question has the executive 
director of Tax Institute, Inc., puzzled, it 
really is a tax question. 


In her long career of mothering the 
fledgling Tax Institute, Miss Walker has 
never tired of answering questions. In fact, 
unlike the mother who is sometimes driven 
nearly to distraction with the oft-repeated 
“What's that?” and “Why?” of her child, 
she has encouraged the members of her 
organization—and even other people’s chil- 
dren—to seek out the Institute for informa- 
tion on public finance and tax problems 
which have been bothering them. 


She is becoming better known, then, as 
an understanding, sympathetic “answer 
man.” Recently, for instance, a group in 
Canada interested in forming a tax organiza- 
tion asked Mabel Walker’s Institute to 
furnish data on the pattern for the estab- 
lishment and conduct of such an organiza- 
tion—a task which she could accomplish 
very easily. On another occasion, Palestine, 
probably in the throes of a new tax law, 
sought advice on tax exemptions from the 
angle of attracting industry to that country. 
This, of course, should not lead you to 


Tax “Answer Woman” 


think that all questions asked of the Insti- 
tute come from outside the United States; 
but it does indicate the broad scope of the 
Institute’s activities and the world-wide 
reputation it is gaining, under Miss Walker’s 
direction, as a source of unbiased, authentic 
tax and public finance information. Ques- 
tions from this country range from simple 
requests for information on gasoline taxes 
in certain states to queries from city offi- 
cials as to the intricacies of certain types 
of municipal taxes. Harvard students ap- 
proach Miss Walker for advice or data on 
corporate taxes and related subjects. <A 
group of Texas school children once asked 
about severance taxes. Branches of the 
League of Women Voters seek material for 
study programs. Even the United States 
Treasury Department and some state capi- 
tals have made inquiries about tax prob- 
lems. Groups of taxpayers get in touch 
with the Institute through lawyers and 
accountants, although the Institute gives 
no legal or actual accountants’ information. 


That there is a place where information 
of this type can be readily obtained is due to 
the untiring efforts and energy of its founder 
and present executive director. Such a job 
is not ordinarily a woman’s job, simply 
because the subjects of finance and taxation 
are not, by the widest stretch of imagina- 
tion, within the average woman’s realm of 
interest. But these subjects have always 
fascinated Miss Walker. She first met them 
at college, and there formed the attachment 
which led her to choose this field for her 
life’s work. As a graduate of Barnard, where 
she studied under Edwin R. A. Seligman, 
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Miss Mabel L. Walker is a graduate of Barnard 
College, and received a doctorate from Johns 
Hopkins University, where she majored in public 
finance. She is the author of Municipal Ex- 
penditures and Urban Blight and Slums 


Bachrach 


long recognized as the dean of tax economics, 
she was exceptionally well qualified to help 
in the founding of the Tax Institute in 
1932. Her academic background further 
included graduate work in public finance 
and a doctorate from Johns Hopkins Uni- 
versity. For some time she wrote feature 
articles on city budget problems for the 
Baltimore Evening Sun, and she is the 
author of two books—Municipal E-xpendi- 
tures and Urban Blight and Slums. From 
this experience stems her present interest in 
research in the field of city tax policies. 


7 INSTITUTE, INC., a citizen organi- 
zation designed to give the general public 


tax information and to direct public attention 
to tax issues, represents no special group. 
It offers its information in such a way 
that all can understand. A _ nation-wide 
organization, it now has members in forty- 
five states. At the end of 1948, these 
numbered 1,100, including persons connec- 
ted with educational institutions and civic 
or governmental agencies, businessmen, tax 
practitioners and individuals active in re- 
lated fields concerned with tax laws and 
their administration. Officials and an ad- 
visory council are selected from the com- 
posite group, which serves in three ways: 
to create a means for tax research, to make 
these findings available without bias or 
propaganda and to focus public opinion on 
the problems uncovered by research. 


Miss Walker takes a special personal inter- 
est in the library, and has made every effort 
to procure all known books on taxation 
and related topics. Of equal importance is 
a section devoted to pamphlets and clip- 
pings, collected by the Institute staff and 
carefully classified and filed. No matter 
how old these items may be, Miss Walker 
explains, they are occasionally requested in 
connection with tax issues here or abroad. 
The library also exchanges some publications 
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with foreign companies, and there are plans 
for future expansion of this service. Soon, 
Miss Walker hopes, a full-time, trained 
librarian may be appointed to assume the 
work now handled by the Institute staff. 


During the course of a year, Miss Walker 
meets many people and attends many meet- 
ings (including, usually, three or four 
national conferences) in New York and in 
other cities. She also participates in the 
Institute panels; at these two-day closed 
sessions, a few members meet to consider 
some tax problem informally, the results of 
the discussion to be recorded and edited for 
future reference. Another Institute project 
is a series of round tables to be held this 
year in different parts of the country. The 
subjects of these meetings will be various 
problems of local finance and the action 
that is being taken to meet such problems. 
Some of these round tables—perhaps all— 
will be sponsored by universities. The Insti- 
tute’s annual symposium is an open meeting 
at which informed participants deal with 
tax issues. These addresses are later pub- 
lished in book form, and thus become 
valuable contributions to tax literature. 
Each year the board of directors holds 
several meetings to decide on a date for 
the next symposium and to receive the 
advisory council’s suggestions for topics. 
Miss Walker is in close touch with this 
work, and carries on considerable corres- 
pondence in implementing such activities. 


ISS WALKER would like to see the 

Institute become a truly national or- 
ganization with a committee in every state. 
(There are now Institute committees in 
thirty states.) The work is increasing very 
rapidly as the Institute becomes better known 
and appreciated; and Miss Walker antici- 
pates enlarging her capable staff and mov- 
ing to larger office space farther uptown as 
soon as finances will allow. 
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In addition to her executive duties for 
the Institute, Miss Walker is a member of 
the National Tax Association, the American 
Economics Association, the American Fi- 
nance Association and the Regional Plan 
Association of New York, and also main- 
tains exchange memberships with several 
other organizations in the tax or govern- 
mental field. But when the week ends 
come, this busy woman puts away tax 
problems and enjoys life on her farm, not 
far from New York, where she works in 
her garden among her flowers throughout 
the long summer months. 

When asked what she really hopes for the 
Institute, Miss Walker replied: 

“IT am trying to realize three organiza- 
tional objectives: First, to develop a 
number of strong, actively functioning 
committees. It is through such workers 
that an organization develops vitality, 


Tax “Answer Woman” 





VETERANS’ BONUS LEGISLATION 


Money to pay a veterans’ bonus is to be secured in North Dakota 
by means of an additional property tax levy. In Indiana, the gross 
income tax rate has been increased one eighth of one per cent and 
one fourth of one per cent, depending on the taxpayer’s regular rate. 

’ South Dakota likewise depends on rate increases to pay a soldiers’ 
bonus, imposing additional property, sales and use, motor vehicle, 
severance, alcoholic beverage and cigarette taxes. The neighboring 
state of Minnesota increased income, alcoholic beverage, and mining 
occupation and royalty taxes; imposed a $5 fee on each taxpayer 
required to file an income tax return; and authorized a property tax levy. 


strength and continuity. Second, to develop 
a strong grass-roots organization through- 
out the entire country, so that the Institute 
may be a truly national organization re- 
flecting the program needs of all sections. 
Third, to develop a highly trained staff. 


“The acid test of any executive’s work 
comes when he leaves his job; and I am 
hoping that when the lure of my beautiful 
mountainside farm becomes too great to be 
resisted any longer, these organizational ob- 
jectives will have been sufficiently realized 
for the work of the Institute to go forward 
without a ripple.” 


If devotion and outstanding service to a 
cause offer any basis for a prediction as to 
the success of that cause, Miss Walker’s 
contribution to Tax Institute, Inc., will 
assure its future as a flourishing and useful 
organization. [The End] 








Bills are pending in several other states. Oklahoma proposes a 
constitutional amendment to authorize a tax on liquor sold under state 
monopoly. South Carolina considers a five per cent increase of more 
than a dozen taxes or a tax on loan businesses; New Jersey proposes 
a one tenth of one per cent gross receipts tax ; Missouri is debating several 
excise taxes and an increase in the corporation income tax; and Wis- 
consin proposes a surtax on incomes and an increase of inheritance taxes. 





















































































































1949—VI 
Commissioner v. 


Court Holding Company 
Who Makes the Sale? 


Tax Classics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 


HE FRENCH have a phrase for it: 

trompe-l'oeil. “Fooling the eye” refers 
not only to visual deception; the concept 
may be philosophical.*? Or it may be applied 
to architecture, where functional necessities 
are skillfully masqueraded, or even to the 
art of the couturiére, where the technique is 
used for purposes beyond the scope of this 
discussion. But while the French may excel 
in art or philosophy, Americans have supe- 
rior savoir-faire in other fields, such as 
athletics or business. In football, trompe- 
l'oeil has become the hidden ball trick 
(“Who's got the ball?”).? In business, there 
is the equally cute technique of “Who makes 
the sale?” 


Where someone holds property and there 
is a scrimmage, from which someone else 
emerges with said property, may the Com- 
missioner call back the play by shouting 
“Offside!”? In other words, what happens 
when play starts before the ball is passed? 
In the ideal taxing state (on the assumption 
that there could be an ideal state with taxa- 
tion), the problem would not exist. If Mr. 
A, Partnership B, and C Corporation had 
equivalent rates and incidence of taxation, 
the Commissioner would collect the same 
tax regardless of who the seller might be. 
But where there are complications of 
brackets, basis, capital gains, loss carry-over, 
liquidating dividends, double taxation and 
the like, the problem is a genuine one. And 
it is none the less real because of the obvious 
unreality of many tax schemes for “fooling 
the eye.” 


1 Quite appropriate is this literal translation: 
“Trompe-Voeil. Painting where objects are rep- 
resented in a manner seeming real, Figura- 
tively deceptive appearance.’’ Larousse Uni- 
versel (Libraire Larousse, 1923), Vol. II, p. 1151. 


2'The 1948 Nobel Prize winner in literature 
expressed himself on the subject thus: ‘‘[Foot- 
ball] is a more interesting game now, but it is 
also a more mystifying one. So much of it is 
based on deception. If the players are de- 
ceived, well, so must the inexpert spectator be.’’ 
Interview with T. S. Eliot, New York Times, 
November 21, 1948. 
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A corporation had an apartment house 
and two stockholders. The building Mayfield 
Court Apartments, was located in Miami 
Beach, Florida. A potential buyer negotiated 
for the apartment building, and terms were 
agreed upon verbally. Under Florida law, a 
written conveyance was necessary. A pur- 
chase agreement was drawn up but not signed. 
Then the stockholders’ attorney advised the 
prospective buyer that the deal could not be 
consummated as “it would result in the im- 
position of a large income tax, since the 
property had been purchased for a low price 
at a judicial sale.” Thereupon the corpora- 
tion was dissolved, the building going as a 
liquidating dividend to the two stockhold- 
ers, Minnie and Louis Miller. The prospec- 
tive purchaser was advised to draw up a 
new contract with identical terms, except 
that the stockholders, rather than the corpo- 
ration as in the original document, were to 
be named as vendors. This agreement was 
signed three days after the liquidation of 
the corporation. The Commissioner taxed 
the sale to the corporation. On March 12, 
1945, Mr. Justice Black read the opinion of 
the Supreme Court: ?® 


“The Tax Court concluded from these 
facts. that, despite the declaration of a 
‘liquidating dividend’ followed by the trans- 
fers of legal title, the corporation had not 
abandoned the sales negotiations; that there 
were mere formalities designed ‘to make the 
transaction appear to be other than what it 
was,’ and thus avoid tax liability. The Cir- 
cuit Court of Appeals, drawing different 
inferences from the record, held that the 
corporation had ‘called off’ the sale, and 
treated the stockholders’ sale as unrelated 
to the prior negotiations. 


sll ener was evidence to support the 
findings of the Tax Court, and its 
findings must therefore be accepted by the 


3’ Commissioner v. Court Holding Company 
[45-1 ustc 9215], 324 U. S. 331: rev’g [44-2 
ustc { 9404] 143 F. (2d) 823 (CCA-5), rev’g 
[CCH Dec. 13,412] 2 TC 531. 
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courts. ... On the basis of these findings, 
the Tax Court was justified in attributing 
the gain from the sale to respondent corpo- 
ration. The incidence of taxation depends 
upon the substance of a transaction. The 
tax consequences which arise from gains 
from a sale of property are not finally to be 
determined solely by the means employed 
to transfer legal title. Rather, the transac- 
tion must be viewed as a whole, and each 
step, from the commencement of negotia- 
tions to the consummation of the sale, is 
relevant. A sale by one person cannot be 
transferred for tax purposes into a sale by 
another by using the latter as a conduit 
through which to pass title. To permit the 
true nature of a transaction to be disguised 
by mere formalisms, which exist solely to 
alter tax liabilities, would seriously impair the 
effective administration of the tax policies 
of Congress. 


“It is urged that respondent corporation 
never executed a written agreement, and 
that an oral agreement to sell land cannot 
be enforced in Florida because of’ the Statute 
of Fraud. But the fact that respond- 
ent corporation itself never executed a writ- 
ten contract is unimportant, since the Tax 
Court found from the sales of the entire 
transaction that the executed sale was in 
substance the sale of the corporation. The 
decision of the Circuit Court of Appeals is 
reversed, and that of the Tax Court affirmed.” 


“The wave of political liberalism which 
swept this country from the first Roosevelt 
administration to the outbreak of World 
War II had a powerful impact on the Su- 
preme Court. The period was marked by 
... the development of the great milestones 
in a realistic interpretation of the federal 
income tax laws—the Gregory, Clifford, 
Court Holding Company, Tower® and Lust- 
haus* cases.” 


“If the corporation has made a contract 
for the sale of the property before the dis- 
tribution to the stockholders is voted, the 
gain will be taxed to the corporation even 
though the contract is not legally binding 
on the corporation and the contract is car- 
ried out in form by the stockholders. This 
is the Court Holding Company case.”* Yet 
there are many variations on this theme. 


4See ‘‘Tax Classics V’’ (May, 1948). 
5 See ‘‘Tax Classics XI’’ (November, 1948). 


6See ‘Tax Classics 1949—II’’ (February, 
1949). 


7 Jerome R. Hellerstein, ‘‘State Franchise Tax- 
ation of Interstate Businesses,’’ Tax Law Re- 
view, November, 1948, p. 95. 


8 George E. Cleary, Corporate Distributions in 
Kind and Sale of Property by Stockholders 
(Practicing Law Institute, 1946), p. 39. 
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Since the decision, it is well known that if 
a corporation is involved in negotiations, 
the stockholders may not complete the 
formalities and thereby save a corporate tax. 
But at what point in the negotiations may 
the corporation gracefully step aside? 


OR SEVERAL YEARS an unsuccess- 
ful corporation tried to sell its properties. 
Finally it was decided to liquidate instead. 
The president then approached a potential 
buyer with a lower price than that previ- 
ously offered; the purchaser knew that he 
was dealing with stockholders and not the 
corporation. The Commissioner tried to tax 
the sale to the corporation, but the court 
said: “There was no previous negotiation 
between the purchaser and the corporation. 
. : . Commissioner v. Court Holding Company 
held that the corporation could be 
found not to have abandoned its sale, but to 
have disguised it and carried it.out. In the 
present case the corporation was never 
negotiated with, never agreed on any sale, 
and never carried out any.” ® 


A corporation wished to sell its assets but 
could not find a buyer. The assets were 
then given to the corporation’s parent com- 
pany as a dividend, and the parent made a 
sale on a basis utterly different from any 
offer the subsidiary had received. The Com- 
missioner sought to tax the sale to the sub- 
sidiary, on the theory that it had controlled 
the assets when they were originally offered 
for sale; but the court said: “There is not 
present here a situation where negotiations 
for the sale had been pushed to an advanced 
stage or had even been started prior to the 
distribution of the dividend so as to bring 
the instant case within the rationale of .. . 
Commissioner v. Court Holding Co.”* 


bce chief stockholder of a corporation, 
because he was growing old, desired to 
sell the corporate properties. He discussed 
the matter with several persons. A potential 
buyer wanted only a specific property, but 
the chief stockholder insisted that he wanted 
to sell the remainder also. The stockholders 
consented to liquidation, and designated the 
chief stockholder as the liquidating agent. 
He forthwith sold the properties to the 
original potential buyer. The Commissioner 
endeavored to tax the sale to the corpora- 
tion. Said the court: “Viewed rationally, 
the facts and circumstances as a whole rea- 
sonably lend themselves to the conclusion 
that from beginning to end the successive 


® Howell Turpentine Company v. Commissioner 
[47-1 ustc { 9281], 162 F. (2d) 319 (CCA-5, 1947). 


10 Transport, Trading and Terminal Corpora- 
tion [CCH Dec. 15,988], 9 TC 247 (1947). 
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steps taken were merely integral parts of a 
unified operation having for its goal the sale 
and passing of title of the corporation 
through a conduit to the ultimate purchaser. 

. And where the sale of properties be- 
longing to a corporation is effected in that 
manner and for that purpose, the gain ac- 
crued from the sale is taxable to the cor- 
poration. Commissioner v. Court Holding 


ae 


That case was one of several where the 
time sequence was a little too perfect. The 
timing must be in proper order. As one 
writer noted, “The reason for lack of suc- 
cess was at least partly chronological in 
Court Holding Company.” ” 


Where the vendor is supplied with the assets 
only long enough to complete the sale, the 
Commissioner will look for the owner at 
the time of the negotiations. A brokerage 
partnership owned all of the stock of a cor- 
poration, which in turn held X Company 
shares. The corporation agreed with its 
partnership-owners that the latter should 
negotiate and consummate a sale of the X 
shares. At the same time, the corporation 
declared a dividend in the X stock to its 
shareholders. Until the time of the sale, 
the X stock was in the corporation’s name. 
The Commissioner sought to tax the result- 
ant sale to the corporation. Said the court: 
“In the Court Holding Company case, as in 
ours, the shareholders caused the corpora- 
tion to first [sic] distribute the property 
which it owned to the stockholders, which 
they, in turn, transferred immediately to the 
intended purchaser, the indirect route being 
traveled there, as here, for the purpose of 
escaping the tax on the corporation which 
was applicable to the corporation’s profit. 
We.think that uniformity of tax administra- 
tion requires that we reach the same result 
in what we regard as essentially the sam 


kind of case.” * ; 


UT just because the transaction happens 
to be between affiliates, there is no 
automatic reason for disregarding it.. A 
federal excise tax was imposed on the sale 
of gasoline and lubricating oils by a pro- 
ducer. Just prior to the effective date of 


11 Wichita Terminal Elevator Company et al. 
v. Commissioner [47-1 ustc § 9253], 162 F. (2d) 
513 (CCA-10, 1947). 


2 Allen F. Ayres, Jr., ‘‘Stockholders or Cor- 
porate Sale of Assets in Liquidation as Affected 
by Court Holding Company and Howell Turpen- 
tine,’? Proceedings of the New York University 
Sixth Annual Institute on Federal Taxation 
(Matthew Bender & Company, Inc., 1948), p. 
367. 


18 Guinness v. U. 8S. [47-2 ustc § 9313], 73 F. 
Supp. 119 (Ct. Cls., 1947). 
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the act, a producing corporation sold quan- 
tities of such products to subsidiaries. The 
Commissioner maintained that the ultimate 
sale should be taxed to the parent, as the 
intercompany transactions were not bona 
fide sales, having been consummated solely 
to avoid taxes. Said the court: “The ques- 
tion whether in a given transaction the cor- 
porate entity may be disregarded for the 
purpose of taxation is reiterated in Commis- 
stoner of Internal Revenue v. Court Holding 
Company.” The parent was not taxed, as 
“the transactions were bona fide, at arm’s 
length dealings.” ™ 


The Commissioner has been using the 
Court doctrine to deny tax validity to inter- 
company transactions lacking in substance. 
“In support of his contention that the claimed 
loss was not a real loss and that the cor- 
porate entity of the [affiliate] should be dis- 
regarded in the transaction at issue, [the 
Commissioner] relies generally upon lan- 
guage in the case of Gregory v. Helvering ... 
and Commissioner v. Court Holding Company 

to the effect that realities in tax mat- 
ters should control and that the incidence 
of taxation depends upon the substance of a 
transaction.” * 


The principle often is cited in evasion mat- 
ters. “The case of Commissioner v. Court 
Holding Co. . . . is considerably in a point. 

The Court held that such a transfer 
was a mere subterfuge designed to cover up 
the real nature of the transaction and was 
not a genuine business operation. See also 
Gregory v. Helvering [35-1 ustc J 9043], 293 
U. S. 465.”* “From Mr. Justice Pitney in 
United States v. Phellis [1 ustc { 54] to Mr. 
Justice Black in Commissioner v. Court Hold- 
ing Company, judges have stated again and 
again that tax cases should be decided on 
the basis of the substance of the transactions 
in question, not their form.” ™ 


As one court said, “It is axiomatic that 
the reach of the income tax law is not to 
be circumscribed by refinements of legal 
title. The rule finds expression in the oft 
repeated admonitions that taxation is an 
intensely practical matter, concerned with 
economic realities; that tax consequences 
flow from the substance of a transaction 
rather than from its form; and that com- 
mand over property or enjoyment of its 


14 Standard Oil Company v. U. 8, [45-2 ustc 
{ 9413], 63 F. Supp. 48 (DC Ohio, 1945). 

1% Brost Motors, Inc. [CCH Dec. 16,679(M)], 
7 TCM 806 (1948). 

1% Pioneer Parachute 
15,191], 6 TC 1246 (1946). 

17 Roswell Magill, ‘‘Sales of Corporate Stock 


or Assets,’’ Columbia Law Review, July, 1947, 
p. 720. 


Company [CCH Dec. 
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income tax purposes. Commissioner v. Court 
Holding Co.” * 


= PRINCIPLE has been used in other 
matters, such as the reality of partner- 
ships. Thus, Mr. Justice Black said: “The 
issue is who earned the income and that 
issue depends on whether this husband and 
wife really intended to carry on business as 
a partnership. Those issues cannot be de- 
cided simply by looking at a single step in 
a complicated transaction. To decide who 
worked for, otherwise created or controlled 
the income, all the steps in the process of 
earning the profits must be taken into con- 
sideration. See Commissioner v. Court Hold- 
ing Co.”™* 

The various steps in a transaction will be 
regarded as an entity. “There seems to be 





18 Paul G. Greene [CCH Dec. 15,226], 7 TC 142 
(1946). 


19 Commissioner v. Tower [46-1 ustc { 9189], 
327 U. S. 280 (1946). 


Other Decisions of Interest 


The taxpayer club had 600 members, rep- 
resenting twenty different business and pro- 
fessional groups. Its declared objective was 
to establish, maintain and operate a club 
with a reading room and other accommoda- 
tions for the use and convenience of its 
members. There were dining rooms, a kitchen, 
bar, grill, ladies’ dining room, reception room 
and powder room, but no sleeping quarters. 
No games were played on the premises and 
no dances were given, but the club served 
breakfasts and luncheons. Chief Judge Swan 
of the Court of Claims held that the club 
had no predominant business purpose and 
that its social features were not incidental, 
but were a material part of the club’s activi- 
ties. Hence, it was a social club within the 
meaning of Section 1710 of the Internal 
Revenue Code. (Uptown Club of Manhattan, 
Inc. v. U. S., 49-1 ustc J 9261, Ct. Cls.) 


{| The power of the grantor-trustee of a 
family trust to vote stock comprising cor- 
pus, which was 13.82 per cent of the out- 
standing stock of the issuing corporation, 
plus another 9.65 per cent of such stock 
personally held, was not sufficient to war- 
rant taxation of the trust income to him. 
Furthermore, the trust was not rendered 
invalid for tax purposes by reservation of 
the power to invade the corpus for support 
and maintenance of the grantor’s wife and 
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no doubt that if these several transactions 
were in fact merely steps in carrying out 
one definite preconceived purpose, the object 
sought and obtained must govern and the 
integrated steps in effecting the desired re- 
sult may not be treated separately for tax 
purposes either at the instance of the tax- 
payer or the taxing authority, or by agree- 
ment between both. This is only an 
application of the general rule that taxation 
is a practical matter dealing not with mere 
form but with realities. This rule was 
affirmed in Commissioner v. Court 
Holding Company.” * 

The actual method of accounting employed 
by the taxpayer is immaterial. Thus does 
the trompe-l’oeil theory differ from the Court 
Holding Company concept; in the former 
legerdemain is a proper practice, while in 
the latter general ledger de main is definitely 
unacceptable to the Commissioner. 





2U, S. v. Cummins Distilleries Corporation 
et al. [48-1 ustc { 9176], 166 F. (2d) 17 (CCA-6, 
1948). 





children, since it was clear that the power 
could not be used to discharge obligations 
of support. (Fruehauf, CCH Dec. 16,934, 
12 TC —, No. 88.) 


{. In November, 1943, a bank director and 
member of a creamery partnership accepted 
employment, terminable by either party on 
notice, as a United States Army flight in- 
structor. He expected that his employment 
would last for only six months, until the 
Army could meet its own training needs, 
but the employment lasted until June, 1945. 
During 1944, he received $6,200 from the 
creamery, $1,560 from the bank and $3,600 
for his flight-instruction services, which he 
characterized as his “main employment.” 
The Tax Court disallowed a deduction for 
board and room at the Army airfield, where 
the taxpayer spent 330 days, and for auto- 
mobile expenses incurred in traveling be- 
tween the room and the field. (Green, CCH 
Dec. 16,931, 12 TC —-, No. 84.) 


{ A husband and wife claimed a deduction for 
the amount paid a day nursery which cared 
for their son during a period when the wife 
worked in order to obtain funds to repay 
loans covering her medical expenses and 
those of the child. The Tax Court ruled 
that, regardless of the mother’s motives or 
purpose in seeking employment, such sums 
were not deductible. (Hauser, CCH Dec. 
16,930(M).) 
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Books ... 


New Tools for Old Job 


Introduction to Income Taxation. James 
M. Henderson. Lawyers Cooperative Pub- 
lishing Company, Rochester 3, New York. 
Second edition, 1948. 536 pages. $7.50. 

Mr. Henderson has written a unique tax 
book. It is philosophical and at the same 
time of material value to the tax man. It 
discusses the basic concept of the federal 
income tax law and at the same time passes 
judgment on the law’s impossibilities. Ig- 
norance of the law is no excuse for violation 
of the law; but who expects this rule to be 
lived up to, within its very letter, in this 
day of constant change in statutes and of 
(legal) finality only upon adjudication by the 
Supreme Court? Dean Wigmore embarked 
on a search for the informed man by analyzing 
the subscription list of the Federal Register 
and of the Code of Federal Regulations. He 
learned that in 1942, 115 public and univer- 
sity libraries and forty-eight general law 
libraries subscribed to these publications. 
“The rest of the populace was depending 
either on special tax publications beyond 
ordinary reach and understanding or upon 
hearsay and good luck.” 

Treasury experts march into Congress 
armed with loads of statistical information 
on the number of taxpayers in every con- 
ceivable grouping and on the business econ- 
omy—statistics which provide ready answers, 
any time a tax proposal is made, as to the 
number of taxpayers who will or will not 
be reached by the tax and the amount of 
revenue which will or will not be lost by 
enactment of the proposal. The eye of the 
government is on the revenue—first, last 
and always; and Congress, with an inborn 
antipathy for corporations and with an over- 
load of statistics, puts through, with peren- 
nial regularity, a revenue law ignorance of 
which “is no excuse.” 

The taxpayer does pretty well, the au- 
thor points out, when we consider his reli- 
ance, and that of his counsel, upon such 
private publications as the “tax services” 
and the “tax magazines”—for which thought 
we thank Mr. Henderson. 
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.. Articles 


Any student of taxation—federal taxation 
in particular—must, the author believes, 
familiarize himself with the basic concepts. 
These include such elusive subjects as the 
“taxable year,” the “calendar and _ fiscal 
year,” “cash and accrual,” “income and cap- 
ital” and “trade or business or nonbusiness 
items.” To reduce these concepts to any 
sort of understandable rule of thumb has 
required the study of thousands of decisions 
of the courts, the Board of Tax Appeals and 
now the Tax Court. 

Discussion of the income concept and dis- 
cussion of losses, deductions and credits 
make up the major portion of the book. In 
these two chapters, several hundred pages 
in length, are found all those intricate little 
problems which are in the more orthodox 
books on taxation, but which are not more 
interesting when treated under such heads 
as “Section 45” or “Section 112,” as the case 
may be. Mr. Henderson has approched 
gifts, devises, reimbursements, illegal income, 
compensation, gains and losses, dividends, 
interest and taxable years by way of the 
income concept, regardless of the order of 
their listing in the Code. Similarly, under 
the chapter heading “Losses, Deductions 
and Credits,” he treats, with a “deep affec- 
tion for the law” and a “high respect for 
accounting” all those subjects—the “bastard 
progeny” of the law and accounting—which 
help the reader to obtain for himself a con- 
cept of taxable income. 


This is the type of book which will enable 


anyone, neophyte or hoary practitioner, to 
see the woods unobscured by the trees. 


Tax Facts, Like Spuds, Must Be Dug 


Toward Becoming a Tax Consultant. R. R. 
McCormick (author and publisher), Har- 
mond Building, Caldwell, Idaho. $14. 


This publication is designed as a training 
course, made up largely of forms which the 
author has found helpful in his tax work, 
plus short discussions of the more prevalent 
tax problems. The publication is mimeo- 
graphed on legal-size paper and fastened with 
a heavy manuscript cover. Apparently sev- 
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eral file folders with printed office-record 
forms go with the course. 


The text is replete with homilies: 


“If you are in an area surrounded by 
farms, you will want to begin early with a 
set of income and expense figures from the 
operation of the farm.” 

“Farm tax work comes with a rush after 
Christmas.” 


“Don’t make the mistake of letting a client 
talk you into preparing his return for mail- 
ing prior to January 1. It will come back 


from the Collector’s office to be filed over 


“This class of work [interviewing the 
farmer about his tax problems] can be done 
successfully only when the farmer and his 
wife are present. Do not accept the job 
if they expect to dump a bunch of checks 
and deposit slips in your lap and leave, or 
even if they have an account book which 
they want to leave for you to figure out. 
Go over their figures while they are still 
present.” 


The form designed to break a real estate 
transaction into its component tax parts is 
excellent, and the advice given on how: to 
begin the study of tax laws and on what 
materials are to be used in such a study 
is also good. 

Mr. McCormick, formerly vice-president 
of the College of Idaho, Caldwell, Idaho, 
and new a tax consultant in that city, was 
at one time a student of the famous Pro- 
fessor E. R. A. Seligman. 


Conventions and Conferences 


Proceedings of the Forty-first National Con- 
ference of the National Tax Association. 
National Tax Association, Box 1799, Sacra- 
mento 8, California. 724 pages. $6.75. 


1948 Major Tax Problems: Proceedings of 
the Tax Institute, University of Southern Cali- 
fornia School of Law. Prentice-Hall, Inc., 
70 Fifth Avenue, New York, New York. 
452 pages. $10.75. 


A hundred years from now, if some stu- 
dent of the history of this period comes 
across the records of tax men, he must con- 
clude that they were a group which most 
certainly believed that learning is a continuous 
process: 


“learning is but an adjunct of ourselves 
It adds a precious seeing to the eye.” 


That tax men of the period, were not 
selfish as a group, but were anxious to share 
their knowledge and ideas with their fellow 
tax men—a competitive situation not often 
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found in business and professions—is an- 
other conclusion this historian would reach. 

The National Tax Association, a corpo- 
ration devoted to “educating and benefiting 
its members and all others who may be 
interested in the subject of taxation,” each 
year holds a tax conference in beautiful 
spots of the United States, where its mem- 
bers and “others interested” may listen to a 
series of very learned discussions on public 
finance and taxation topics. Following these 
annual meetings, the proceedings are bound 
and issued in book form. 


The particular issue which we have at 
present, contains the proceedings of the 
Forty-first Annual Conference held at Den- 
ver, October 4-7, 1948. 


The Conference was divided into general 
sessions and round-table sessions, as follows: 


First General Session—‘Revenue Prob- 
lems of Local Governments.” George W. 
Mitchell and Fred Bennion presiding. 

Second General Session—“Tax Adminis- 
tration: Objectives and Standards.” Simeon 
E. Leland presiding. 

Third General Session—“The Administra- 
tion of Sales and Other Excise Taxes.” Ray- 
mond E. Manning presiding. 

Fourth General Session — “Budgetary 
Policy and the Economic Outlook.” Gerhard 
Colm presiding. 

Fifth General Session—“Corporation In- 
come Tax Administration.” William A. 
Sutherland presiding. 

Sixth General Session—‘The Place of the 
Courts in Tax Administration.” George W. 
Mitchell and Seth T. Cole presiding. 

First Round Table—“Selection of Tax 
Returns for Audit and Verification.” I. M. 
Labovitz presiding. 

Second Round Table—“Current Real Es- 
tate Appraisal Programs.” Robert M. Arm- 
strong presiding. 

Third Round Table—“‘Highway Financ- 
ing.” James W. Martin presiding. 

Fourth Round Table—“State and Local 
Taxation of Mineral Resources.” Roy G. 
Blakey presiding. 

Fifth Round Table—“Tax Status of Fed- 
eral Government Real Estate.” Roy Blough 
presiding. 

Sixth Round Table —‘“The Employers’ 
Point of View on Compliance Burdens In- 
volved in Withholding Income Tax and 
Unemployment and Old-Age Insurance 
Taxes.” A. E. Patton presiding. 

Seventh Round Table—“Effects on Public 
Finance of Marked Shifts in Population.” 
Carl S. Shoup presiding. 
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Eighth Round Table—“Interstate Alloca- 
tion of the Tax Base of Railroad and Com- 
munication Companies.” Ronald B. Welch 
presiding. 

A different kind of conference was held 
later the same month in Los Angeles. This 
meeting, modeled after the institutes of the 
New York University, was under the spon- 
sorship of the University of Southern Cali- 
fornia. It brought together as lecturers some 
of the most prominent tax men of the Pacific 
coast. For instance, Walter Nossaman, for 
years connected with the trust department 
of one of the largest banks in Los Angeles, 
discussed the technical subject of drafting 
a will under the provisions of the Revenue 
Act of 1948. Dana Latham, another well- 
known and highly regarded tax man in Los 
Angeles, took as the subject of his lecture, 
recent developments in the assignment of 
income. 


This book contains the twenty-six lectures 
delivered by these and other prominent au- 
thorities at the Institute. 


Legislative History 


Legislative History of the Revenue Act of 
1948. Paul Wolkin and Marcus Manoff, 
Editors. Mathew Bender & Company, Inc., 
Albany, New York. 667 pages. $10. 


This book is a planographed collection 
of all material in the Congressional Record 
and the reports of the legislative committees 
pertaining to the enactment of the Revenue 


Act of 1948. 


Tax Economics 


An Introduction to National Income and 
Income Analysis. Richard Ruggles. McGraw- 
Hill Book Company, Inc., 330 West 42nd 
Street, New York 18, New York. 349 pages. 
$3.75. 

While day-to-day experience with the 
Code and the Regulations is a practical 
necessity in the life of the tax man,:the 
longer he associates himself with taxes, the 
more he appreciates that from the legisla- 
tive point of view they are levied more on 
the basis of theory rather than practice. 
Legislative committees during the debate 
of new tax laws examine many charts and 
peruse many theoretical discussions bearing 
upon the impact of the proposed measures 
on the economy—on the national income. 

Here is a new book giving a simple and 
nontechnical treatment of national income 
and analysis, adequately supported by 
charts and tables which make the text easy 
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to follow. For the tax man who is inter- 
ested in raising his sights above the practical 
application of the Code and Regulations, this 
book serves as an excellent introduction 
into that field of economics which must 
now be considered in the production of 
revenue measures. 


New Regulations 


Estate and Gift Tax Regulations. Com- 
merce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 160 
pages. Single copies $1; ten copies $9; 
twenty-five copies $22. 

This book, which includes the new marital 
deduction amendments, is designed for brief- 
case work and handy reference to the newly 
promulgated regulations. The Regulations 
were amended to reflect T. D. 5698, T. D. 
5699 and Commissioner v. Estate of Church, 
recently decided by the Supreme Court. 


Interesting Tax Pamphlets 
Recently Received 


A new report by the Chamber of Com- 
merce, An Analysis of Fundamentals for the 
Employer, published by Edwin R. Erickson 
and Associations, 420 Liberty Bank Build- 
ing, Buffalo 2, New York, studies the 1950 
federal budgeting, which proposes increases 
of government costs and higher taxes. 

The Institute of Distribution, 25, West 
43rd Street, New York 18, New York, has 
issued tax material of interest to the retailer 
in the Retailers’ Manual of Taxes. The new 
supplement, containing recent changes in 
law and regulations, has just been published. 

A mimeographed publication of Aircraft 
Taxation, by John R. McKinley, applies to 
personal property assessment and taxation 
of flight equipment in California counties, 
and in other selected states. It may be ob- 
tained from the Bureau of Public Admin- 
istration, University of California, Berkeley, 
4 California. The price is fifty cents. 


New Law of Old-Age Security, dealing 
with the amendment of Article XX V of the 
Constitution of California, may be secured 
from the Federal Law Book Company, P. O. 
Box 709, Berkeley California, at a cost of 
one dollar. 


A Ten-Year Analysis of Minnesota’s State 
Operation has been issued by the Minnesota 
Institute of Governmental Research, Inc., 
St. Paul 1, Minnesota. 


Financing Municipal Government in Denver 
is a new publication of the Bureau of Busi- 
ness and Social Research of the University 
of Denver. 
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and room, and miscellaneous items. Deny- 
ing the deductions, the Tax Court con- 
cluded that the trips were simply vacation 
trips, stating: “We consider it significant 
that in their travels taxpayer and his wife 
did not visit sanitariums or similar estab- 
lishments equipped to render therapeutic 
aid.” The medical deduction can be claimed 
only where the expense is incurred pri- 
marily for the prevention or alleviation of 
a bodily condition. An incidental benefit is 
not sufficient. 

In another case (Brody, CCH Dec. 16,894 
(M)), the taxpayer was totally disabled by 
a coronary occlusion. In October, 1944, he, 
his wife and their daughter left their home 
in Pittsburgh and rented an apartment in 
Miami Beach for a year. Taxpayer and his 
family remained in Florida until June, 1945, 
but he continued to pay rent during the 
summer months so that the apartment would 
be. available in the fall. For the tax year 
1945, taxpayer deducted expenses incurred 
by himself and family for railroad and Pull- 
man travel between Miami and Pittsburgh, 
for one year’s rent of an apartment in 
Miami Beach and for forty weeks’ wages 
paid to a maid to clean the apartment. 
He contended that he incurred these ex- 
penses on the advice of a heart specialist 
who thought that relief from distress in 
breathing would be obtained if he went to 
Florida or Arizona. The Tax Court held 
that there was no evidence that the trip to 
Pittsburgh was advised by Florida doctors, 
nor any testimony that the trip was even 
remotely connected with the cure, mitiga- 
tion or treatment of the taxpayer’s heart 
condition. Since the taxpayer paid no rent 
in Pittsburgh during his absence and had 
abandoned his residence in favor of Miami, 
his claim for rent expense was disallowed. 
The wages of the maid were clearly per- 
sonal expense. 

On the other hand, expenses, including 
meals and lodging, have been allowed when 
incurred on behalf of a minor child, in 
order to obtain medical care for the allevia- 
tion of or prevention of a physical defect 
or illness. Moreover, if it is necessary for 
one of the parents to accompany the child, 
because of the child’s physical condition or 
immaturity, a medical deduction will be 
allowed for reasonable travel expenses in- 
curred by the parent. In Stringham, CCH 
Dec. 16,916, 12 TC —, No. 76, the tax- 
payer’s five-year-old daughter suffered from 
respiratory ailments throughout her infancy, 
and in November, 1944, her condition was 
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diagnosed as deep bronchitis bordering on 
pneumonia. The child and her mother left 
their home in Ohio for Tucson, Arizona, 
where the child was enrolled in a boarding 
school. The mother returned to Ohio at 
the end of a month, but the child remained 
in school until May, 1945, when she re- 
turned to her home for the summer. In 
his income tax return for 1944, the taxpayer 
deducted approximately $2,000 as medical 
expenses incurred in sending the daughter 
to school in Arizona. The Tax Court held 
that expenses paid for medical care include 
amounts paid for the prevention of disease 
and that the evidence indicated that the 
child was taken to Arizona to prevent re- 
currence of respiratory diseases. The travel 
expense and cost of maintaining the child 
in Arizona were expenses incurred prima- 
rily for and essential to the cure and miti- 
gation of the child’s illness. However, the 
amount attributable to educating the child in 
Tucson was not deductible as a medical 
expense. The court allowed as medical ex- 
pense $850 of the $1,381 tuition paid to the 
boarding school. 

In Deming, CCH Dec. 16,018, 9 TC 383, 
the taxpayer sustained injuries in an auto- 
mobile accident. During the tax year 1942 
he expended $2,117.90 for medical expenses, 
including hospitalization, doctors’ bills, nurses 
and medicine. Under personal accident in- 
surance contracts the taxpayer received pay- 
ments aggregating $7,011.66, $6,160 of which 
represented indemnity for disability and 
$851.66 for hospitalization. Taxpayer urged 
that the disability payments were not com- 
pensation from insurance within the con- 
templation of Code Section 23 (x) and that, 
in determining the allowable medical de- 
duction, only the hospitalization indemnity 
could be offset against the medical expenses 
incurred. The Commissioner contended 
that the taxpayer’s medical expense was 
“fully compensated for by insurance or 
otherwise,” interpreting the term “insurance” 
as not limited to any particular type of 
coverage under accident insurance contracts, 
whether for disability or hospitalization, 
and interpreting the term “otherwise” as 
broad enough to embrace any form of reim- 
bursement of expenses for medical care due 
to personal injury. The Tax Court reversed 
the Commissioner, holding that the tax- 
payer’s medical expense was “compensated 
for by insurance or otherwise” only to the 
extent that he received insurance payments 
specifically designated as indemnity for 
hospitalization. 
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356 of the April issue. Had a contrary re- 
sult been reached, many of your subscribers, 
your correspondent included, might well be 
charged with conspiracy as accessories be- 
fore or after the fact. Compare Gregory v. 
Helvering [35-1 ustc J 9043], 293 U. S. 465 
(1935). While the traditional policy of the 
law to date has been to encourage matri- 
mony, Mr. Justice Plush points out that if 
Parliament wished to do so, it might find 
that a tax on so popular an institution would 
produce enormous revenue. If such an ex- 
cise were adopted, it might be well, he says, 
to tax marriages like intoxicating liquor, 
according to their strength; under this 
scheme, a passionate couple might be taxed 
more heavily than the lukewarm or the 
miserable. 


Mr. Farb has done well to point out the 
omission of the qualification contained in 
his memorandum, and thereby give me a 
chance to point out that this effective tax 
on virtue contained in Section 23 (aa) (1) 
(A) is only one among many such taxes 
found in the American fiscal system. 


RICHARD THEODORE BOoEHM 
Co_uMBuS, OHIO 


Uniformity v. Flexibility 
Sir: 


The article “The Weak Spots” (April, 
1949 issue) advocates the principle that trans- 
actions between two or more parties should 
be treated under the same point of view for 
each of the parties involved. I am strongly 
opposed to this because it violates a basic 
principle of our tax structure i.e., that the 
individual, not the parties to a contract, 
is the unit of taxation. If bankrupt A gets 
a loan from B by presenting forged financial 
statements on B’s books, the note is shown 
at zero and there is a deduction for bad 
debts, whereas on A’s books we have the 
face value of the note. In my opinion, the 
cases cited in the article are not weak spots, 
but taxation at its best. If a corporation 
pays to a _ stockholder-officer’s widow a 
“pension” without any contractual obliga- 
tion, the Bureau of Internal Revenue has 
acknowledged that this transaction has differ- 
ent tax consequences for the parties involved. 
For the corporation, even the fulfillment of 
a moral obligation can be an “ordinary and 
necessary expense”; for the widow, the 


ACQ. AND NON-ACQ.—Continued from page 498 


receipt of the money is a gratuity exempt 
from tax. We find the same reasoning in 
Helvering v. American Dental Company [43-1 
ustc J 9318], 318 U. S. 322, for the forgive- 
ness of a debt. Said the Supreme Court: 


“The fact that the motives leading to the 
cancellation were those of business . . . is 
not significant. The forgiveness was gratui- 
tous, a release of something for nothing.” 


The dissenting opinion is disproved by the 
very article I am fighting here. To say that 
the lower fact-finding court knew the differ- 
ence between gift and expense is begging 
the question. It depends on whether we 
apply the legalistic conception of a gift uni- 
formly for all the parties concerned or view 
the economic consequences of the trans- 
action for each party separately. The prob- 
lem confronting us here is but a segment of 
the general approach to taxation. We must 
realize that business thinking is moving, so 
to speak, on a double track—one for profit 
and one for loss—and that the economic 
consequences of any transaction are to be 
viewed separately and independently for 
each track. The valuation of an inventory 
at “cost or market whichever is lower’— 
decried by many text writers as illogical— 
is the very essence of business thinking. 
In recent times, this principle of different 
treatment of profit and loss has found legal 
recognition in Section 117(j) of the Internal 
Revenue Code for long-term capital gains 
and losses—a provision otherwise not un- 
derstandable at all. From this point of view, 
there can be little doubt that the prepay- 
ment of rent for a five years’ lease must 
have different consequences taxwise for the 
parties involved because the calendar year 
is the unit of taxation. For the lessor, it is 
income in the year of receipt, whereas the 
lessee has to amortize the amount paid over 
the life of the lease. Of course, there is the 
paramount accounting principle that income 
has to be matched with expenses, but this 
principle, like any other, has to give way 
if it does not clearly reflect income for the 
taxable year. There will always be some 
inconsistencies mentioned in the above arti- 
cle, but they will be of little consequence if 
we adhere to the general principle that not 
legalistic uniformity but economic flexibility 
is what counts in taxation. 


CHARLES H. BEECHER 
DENVER 
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ALABAMA 


July 1 
Automobile dealers’ report due. 





July 10—— 

Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


July 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. é 
Carriers’, warehouses’ and transporters’ 

lubricating oils tax report due. 
Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 
Oil and gas production tax report and 

payment due. 


July 20—— 

Automobile dealers’ report due. 

Carbonic acid gas report and payment 
due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 

Use tax report and payment due. 


July 30—— 
Forest products severance tax report and 
payment due. 


ARIZONA 


July 5... 
Alcoholic beverages licensees’ report due. 


July 10—— - 
Wholesalers of malt, vinous and spiritu- 
ous liquors, report and payment due. 
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July 15—— 


Gross income report and payment due. 
Phoenix business privilege tax report and 
payment due. 


July 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


July 25—— 
Motor vehicle fuel distributors’, whole- 


salers’ and carriers’ report and pay- 
ment due. 


ARKANSAS 
July 1 
Cigarette dealers’ permit renewal due. 


Public utilities’ gross earnings report and 
remainder of fee due. 





First Monday 
Bank share tax report due. 





July 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 


Statement of purchases of natural re- 
sources due. 


Third Monday—— 


Bank share tax installment due. 
Property tax installment due. 


July 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
July 25—— 


Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 





July 1 
Common carriers’ distilled spirits tax 
report and payment due. 
Gasoline tax report and payment due. 
Public utilities transmitting money, tax 
due. 
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July 15—— 

Beer and wine report and tax due. 

Common carriers’ report of imported al- 
coholic beverages due. 

Distilled spirits report and tax due. 

Motor carriers of property for hire, 
report and payment of gross receipts 
tax due. 

Off-sale general liquor licensees’ quarterly 
report due (last day). 

Use fuel tax report and payment due. 


July 20—— 
Motor carriers’ gross receipts report and 
tax due. 


July 3i—— 
Sales tax report and payment due. 
San Francisco purchase and use 
return and payment due. 
Use tax report and payment due. 


tax 


COLORADO 
July 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 


July 10— 
Motor carriers’ report due. 


July 14— 
Sales tax report and payment due. 
Use tax report and payment due. 


July 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report due. 
Denver sales tax report and payment due. 
Income tax second installment due. 


July 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


July 31 
Property tax second installment due. 


CONNECTICUT 
July 1 


Gasoline tax due. 
July 15— 


Cable, car, express, telegraph, telephone, 
electric. gas power and water com- 
panies’ tax due. 

Gasoline tax report due. 

Gasoline use tax report and payment due. 


July 20— 
Alcoholic beverage tax return and pay- 
ment due. 
July 30—— 
Sales and use tax return and payment 
due. 
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DELAWARE 
July 1 
Express companies’ tax due. 
Franchise tax due. 
Railroad tax installment due. 
Telegraph and telephone tax due. 


July 10— 
Bank share report due. 
July 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
July 30— 
Income tax second installment due. 
July 31 
Distributors’ gasoline tax report and 
payment and carriers’ report due. 


DISTRICT OF COLUMBIA 


July 10— 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


July 15—— 
Beer tax due. 


July 23— 


Gasoline tax report and payment due. 


July 31 
Personal property tax return due (last 
day). 


FLORIDA 
july 1 
Auto transportation 
and tax due. 
Chain store license tax and report due. 
Franchise tax report and payment due. 


July 10—— 
Agents’ and 
report due. 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


July 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and report 
due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 
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July 25—— 


Gasoline sales tax and storage tax report 
and payment due. 

Oil and gas production tax report and 
payment due. 


GEORGIA 
July 10—— 


Cigar and cigarette wholesale dealers’ 
report due. 
Distilled spirits wholesale dealers’ report 


due. 
Motor carriers’ report due. 
July 15—— 
Malt beverage tax report due. 
July 20—— 


Gasoline tax report and payment due. 


IDAHO 
July 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ 
tax due. 
Gasoline tax report and payment due. 


July 25—— 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


report and 





ILLINOIS 
July 1 
Insurance gross premiums tax due. 
July 10—— 


Motor carriers’ mileage tax report and 
payment due. 


July 15—— 


Alcoholic beverage tax report due. 

Cigarette tax return due. 

Public utilities’ tax report and payment 
due. 

Sales tax report and payment due. 


July 20—— 
Gasoline tax report and payment due. 
July 30 
Transporters’ gasoline report due. 
July 31 
Franchise tax due (last day). 
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INDIANA 


july 1—— 
Alcoholic vinous beverage tax due. 
Motor carriers’ registration fee due. 
Navigation companies’ property tax re- 
turn and payment due. 


July 10—— 
Cigarette distributors’ interstate business 
report due. 
July 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 


port due. 
Use fuel tax report and payment due. 
July 20—— 
Bank and trust companies’ intangibles 


tax report due. 

Bank and trust companies’ share tax re- 
port and payment due. 

Building and loan associations’ intangi- 
bles tax report and payment due. 


July 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 





July 30—— 
Corporation report due (last day). 
July 31 
Gross income tax report and payment 
due. 
IOWA 
July 1— 


Chain store license tax due. 
Motor carriers’ additional tax due. 
Stock transfer report due. 


July 10—— 
Carriers’ gasoline tax report and payment 
due. 
Class “A” permittees’ beer tax report and 
payment due. 


July 20—— 
Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 


KANSAS 


July 10—— 
Malt beverage report due. 


July 15—— 
‘Carriers’ gasoline and fuel use tax report 
due. 
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Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax 
report and payment due. 
July 20— 
Sales tax report and payment due. 
Use fuel tax report and payment due. 
July 25—— 
Gasoline tax report and payment due. 








KENTUCKY 
July 1 
Public service commission maintenance 
fee due. 
July 10 


Distilled liquors blenders’ and rectifiers’ 
tax payment due. 

Refiners’ and importers’ gasoline tax re- 
port due. 


July 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Income tax second installment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


July 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


July 21 
Banks’ deposit report due. 


July 31 
Amusement and 
and tax due. 
Dealers’ and transporters’ gasoline tax 

report and payment due. 
Louisville income tax withholding agents’ 
payment due. 








entertainment report 


LOUISIANA 

july 1 

Soft drinks tax report due. 
Tobacco tax report due. 


July 10—— 
Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


July 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 
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July 20—— 








Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment 
due. 


July 30—— 

Carriers’ quarterly report and payment 
due. 

Gas gathering tax report and payment 
due. 

Natural resources severance tax report 
and payment due. 

Petroleum products report and tax due. 

Public utility and pipe line report due. 





MAINE 
July 1 
Bank share tax due. 
July 10 





Malt beverage manufacturers’ and whole- 
salers’ report due. 
July 25—— 
Use fuel tax report and payment due. 
July 31 
Gasoline tax report and payment due. 
Road tax report and payment due. 





MARYLAND 





July 10 
Admissions tax payment due. 
Beer tax report and payment due. 


July 15—— 
Income tax second installment due. 
Sales and use tax report and payment 
due. 


July 30—— 
Purchasers of cargo lots of motor fuel, 
report due. 
July 31 
Gasoline tax report and payment due. 





MASSACHUSETTS 





July 1 
Cigarette license fee due. 
Insurance companies’ premium tax due 
(last day). 
Personal property tax first installment 
due. 
Real property tax due. 
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July 10—— 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 





July 20—— 
Cigarette tax report and payment due. 
July 31 
Motor fuel tax report and payment due. 
MICHIGAN 
July 5—— 
Carriers’ gasoline statement due. 
July 10—— 


Common and contract carriers’ 
and fee due. . 


july 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


July 20—— : 

Cigarette tax report and payment due. 

Diesel fuel users’ tax report and payment 
due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. - 

Gas and oil severance tax report and 
payment due (last day). 


report 


MINNESOTA 





July 10 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 





July 15—— 
Interstate motor carriers’ mileage tax 
due. 
July 20—— 
Cigarette tax and report due. 
July 23 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 
MISSISSIPPI 
July 5—— 
Factories’ report due. 
July 10—— 
Admissions tax report and payment due. 
July 15—— 
Carriers’ gasoline tax report and pay- 
ment due. 


Franchise tax report and payment due. 
Manufacturers, distributors and whole- 
salers of tobacco, report due. 
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Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 

July 20—— 

Gasoline distributors’, refiners’ and proces- 

sors’ report and payment due. 


July 25—— 
Oil severance tax and report due. 
July 31 


Factories’ annual report due. 





MISSOURI 

july 1 

St. Louis employers’ quarterly withhold- 
ing tax report and payment due. 


First Monday: 
St. Louis merchants’ and manufacturers’ 


ad valorem license tax return due 
(last day). 


july 5—. 
Nonintoxicating 
port due. 


July 10—— 
Oil inspection tax report and payment 
due. 
Receivers of petroleum products, report 
due. 


July 15—— 
Alcoholic beverage sales report due. 
Retail sales tax report and payment due. 








liquor permittees’ re- 





July 25—— 
Use fuel tax report and payment due. 
July 31 
Gasoline distributors’ report and payment 
due. 


Soft drinks manufacturers’ 
payment due. 


report and 


MONTANA 

July 1— 
Moving picture 
and tax due. 


July 15— 

Brewers, wholesalers and transporters of 
beer, tax report and payment due. 

Carriers’ gasoline tax report due. 

Electric companies’ report and tax due. 

Gasoline tax report and payment due. 

Motor Carriers’ additional fee due. 

Motor carriers’ annual fee due. 


July 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 
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July 30—— 

Carbon black producers’ license tax re- 
port and payment due. 

Cement producers’ and dealers’ tax report 
and payment due. 

Coal mine operators’ tax report and pay- 
ment due. 

Oil producers’ license tax report and pay- 
ment due. 

Telegraph and natural gas companies’ tax 
report due. 


NEBRASKA 
july 1 
Domestic corporations’ occupational tax 
report and payment due. 
Personal property tax second installment 
due. 


July 10—— 
Cigarette distributors’ report due. 


July 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


July 31 
Foreign corporations’ occupational tax 
and report due (last day). 








NEVADA 


july 1 
Corporation report due. 





First Monday: 

Electric light, heat and power, gas, street 

railways, telegraph, telephone and water 
companies’ tax due. 


July . 10—— 
Liquor report by out-of-state vendors 
due. 





Second Monday 
Property tax return due (last day). 


July 14— 
Toll roads and bridges quarterly tax and 
report due. 


July 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


July 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 
July 31 
Mines’ net proceeds tax report due. 








NEW HAMPSHIRE 





July 1 

Public utilities’ property report due. 
July 10—— 

Manufacturers’, wholesalers’ and _ im- 


porters’ alcoholic beverage report due; 
wholesalers’ payment due. 


July 15—— 
Use fuel tax report and payment due. 


July 31 
Motor fuel report and tax due. 





NEW JERSEY 
July 10—— ft 
Busses (interstate) report and excise tax 
due. 
Jitneys (municipal) gross receipts report 
and tax due. 


July 20—— 

Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 

Cigarette distributors’ tax report and 
payment due. 


July 25—— 


Busses (municipal) gross receipts report 
and tax due. 





July 30—— 
Carriers’ gasoline tax report due. 
July 31 
Distributors’ gasoline report and pay- 
ment due. 
NEW MEXICO 
july 1 





Merchants’ license tax second semiannual 
or third quarterly installment due. 


July 15— 
Income tax due. 
Occupational gross income tax report 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


July 20—— 
Electric, gas, water and steam companies’ 
inspection fee due. 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


July 25— 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 
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July 30—— 
Oil and gas well production tax report 





due. 
NEW YORK 
July 1 
Village property tax due (last day). 
July 15—— 


New York City occupancy tax return 
and payment due. 

Personal income tax return second in- 
stallment due. 


July 20—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax and re- 
port on room rental in hotels, apart- 
ment hotels and rooming houses due. 
New York City sales and use tax return 
and payment due. 


July 25—— 
Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 
July 31 
Gasoline tax report and payment due. 





NORTH CAROLINA 
July 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


July 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


July 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


July 30—— 
Electric light, power, street railway, gas, 
water, sewerage and telephone com- 
panies’ report and tax due. 


July 31 
Franchise tax report and payment due. 
Lightning rod dealers’ and manufacturers’ 

report and payment due. 





NORTH DAKOTA 





july 1 
Oleomargarine license fees due (biennial 
requirement). 
Railroad and telephone company properiy 
tax report due. 
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July 10—— 
Cigarette distributors’ report due. 


July 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 


July 20—— 
Sales tax report and payment due. 
Use tax report and payment due. 


July 25—— 
Use fuel tax report and payment due. 


OHIO 
July 10—— 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 


July 15—— 
Cigarette use tax and report due. 
Franchise tax due. 
Private motor carriers’ tax due. 
Public motor carriers’ tax due. 
Use tax report and payment due. 


July 20—— 

Bank share tax due. 

Dealers’ gasoline tax report due. 

Domestic insurance companies’ premiums 
tax due. 

Intercounty corporations, dealers in in- 
tangibles and public utilities, intangibles 
tax due. 


July 30—— 
Carriers’ gasoline tax report due. 
July 31 
Gasoline tax due. 
Supplemental sales tax report and pay- 
ment due. 
Toledo employers’ withholding return 
and tax due. 





OKLAHOMA 
July 5—— 
Operators’ report of mines other than 
coal mines due. 


July 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 


Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


July 15—— 
Carriers’ mileage tax report and payment 
due. 
Dealers’, retailers’ and carriers’ gasoline 
tax report due. 


553 


















































Sales tax report and payment due. 
Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
July 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 
Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 
Rural electric cooperatives’ property tax 
return and payment due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
July 30—— 
Cotton manufacturers’ report and tax 
due. 
July 31 
Oil, gas and mineral gross production 
report and payment due. 





OREGON 





july 1 
Corporation license tax report due. 
Reforestation tax due. 


July 10—— 
Oil production tax report and payment 
due. 


July 15—— 
Excise (income) tax second installment 
due. 
Forest products severance tax report and 
payment due. 
Forest yield semiannual tax report and 
payment due. 
Personal income tax second installment 
due. 
July 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


July 25—— 
Gasoline tax report and payment due. 


July 30—— 
Withholding tax return and payment due. 


July 31 
Portland quarterly withholding tax col- 
lection payment due. 


PENNSYLVANIA 
July 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 


July 15—— 
Employers’ return of tax withheld at 


source under Philadelphia income tax 
due. 





Manufacturers’ alcoholic beverage tax 
report and payment due. 
july 31 
Gasoline tax report and payment due. 
Philadelphia personal property tax due. 
Use fuel tax report and payment due. 


RHODE ISLAND 
July 10—— 
Manufacturers’ alcoholic beverage report 
due. 


July 15—— 
Gasoline tax report and payment due. 
July 20—— 


Sales and use tax return and payment 
due. 





SOUTH CAROLINA 





July 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
Motor carriers’ tax installment due. 


July 10—— 

Admissions tax report and payment due. 

Alcoholic beverage retailers’ and whole- 
salers’ annual report and balance of 
third additional tax due. 

Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 

Power tax return and payment due 
(last day). 


July 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 


SOUTH DAKOTA 
July 1 


Motor carriers of passengers, tax due. 


July 10—— 
Interstate motor carriers’ report and tax 
due. 


July 15—— 

Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Motor carriers of property, tax due. 

Occupational retail sales tax quarterly 
return and payment due. 

Use fuel tax report and payment due. 

Use tax quarterly return and payment due. 


July 20—— 
Passenger mileage tax due. 
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July 30—— 
Mineral products severance tax report 
and payment due. 
July 31 
Gasoline dealers’ tax report due. 





TENNESSEE 
july 1 
Corporation report and fee due. 
Excise (income) tax return, payment and 
information return due. 
Franchise tax report and payment due. 


july 10 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 

Carriers’ gasoline tax report due. 


July 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 


July 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 








1 
aue, : 
Sales and use tax report and payment 
due. 
TEXAS 
July 1— 


Commercial and collection agencies’ tax 
report and payment due. 

Contract carriers’ occupation tax report 
and payment due. 

Public utilities’ tax report and payment 
due. 

Radio, cosmetic and playing card tax re- 
port and payment due. 

Sulphur production tax report and pay- 
ment due. 

Textbook publishers’ tax report and pay-+ 
ment due. 


July 15 
Oleomargarine dealers’ report and tax 
due. 


July 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 


july 25—— 
Admissions tax report and payment due. 
Carbon black production tax report and 
payment due. 
Cement distributors’ tax report and pay- 
ment due. 
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Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax report 
and payment due. 


July 30—— 
Oil production tax report and payment 
due. 


UTAH 
July 1 
Public utility fee due. 


july 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


July 15—— : 
Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 


July 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


July 31 
Employers’ report due. 








VERMONT 
July 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
Property tax installment due. 


July 15 
Electric light and power companies’ re- 
port and tax due. 


July 31 
Gasoline tax report and payment due. 








VIRGINIA 
July 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 


July 15—— 


Motor carriers’ tax due. 


July 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 


July 30—— 
Forest products severance tax quarterly 
report and payment due. 


July 31 
Gasoline tax report and payment due. 
Motor carriers’ quarterly road tax and 

report due. 
Use fuel tax report and payment due. 
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WASHINGTON 





July 1 
Foreign and domestic corporations’ li- 
cense tax and report due. 


July 10— 
Brewers and manufacturers of malt prod- 
ucts, report due. 


July 15—— 
Auto transportation companies’ report 
and payment due. 
— substitutes report and payment 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 


July 20-— 


Use fuel tax report and payment due. 


July 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


WEST VIRGINIA 
July 1 
Domestic corporations’ license tax and 
report due. 
Motor vehicle and carrier registration and 
fee due. 





Motor vehicle carrier annual special li- 


cense assessment due. 
Public utilities’ additional fee due. 


July 10—— 
Alcoholic beverage tax report and pay- 
ment due. 


July 15—— 
Cigarette use tax report and payment 
due. 
Sales tax report and payment due. 


July 30—— 
Beer dealers’ annual report due. 
Gasoline tax report and payment due. 
Occupational gross income tax quarterly 
report and payment due. 





WISCONSIN 
July 1 
Motor carriers’ flat tax due. 
July 10 





Alcoholic beverage tax report due. 

Cigarette wholesalers’ and manufacturers’ 
report due. 

Oleomargarine tax report and payment 
due. 


July 15—— 

Motor truck registration and fee due. 
July 20—— 

Gasoline tax report and payment due. 
July 31 


Real property tax semiannual installment 
due. 





WYOMING 
July 1—— 
License (franchise) tax report and pay- 
ment due. 


July 10—— 
Carriers’ gasoline tax report due. 


July 15 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 





GOVERNMENT DEBT 


On June 30, 1948, outstanding debt of state and local governments amounted 
to $18.6 billion. This is $1.8 billion or eleven per cent more than their indebted- 


ness of a year earlier. 


During the same period, gross debt of the federal 


government was reduced by $6.0 billion, bringing total indebtedness in the nation 


to $270.9 billion on June 30, 1948, as against $275.1 billion a year before. 
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LECTURER: ALBERT B. BERNSTEIN 


SUBJECT: 


The Fourth Annual Conference 


on Federal Taxation 


University of Miami 
Miami Beach 
April 4-8 


Tax Problems in the Formation 


and Operation of a Corporation 





Mr. Bernstein, of the Florida and 
Georgia Bars, is a faculty member 
of the University of Miami School 
of Law. He is a partner of the 
Miami firm of Bernstein & Hodsdon 





V R. WHITE and Mr. Black desire to 
: start a new business, and each has the 
sum of $100,000 for this purpose. The ven- 
ture involves considerable financial risk, 
and the parties desire to limit their personal 
liability. They have been advised that the 
corporate income tax rates are considerably 
less than the individual income tax rates. 
For these reasons, they decide to form a 
corporation to be known as the Black and 
White Corporation. The corporation is au- 
thorized to have outstanding 2,000 shares 
of common stock of the par value of $100 
each. White and Black each receive 1,000 
shares of stock of the total par value of 
$100,000, and each pays the corporation 
$100,000 in cash. 


A few years later, the business being suc- 
cessful, the corporation distributes some of 
its earnings to its two stockholders. The 
corporation, of course, pays one tax on its 
income, and White and Black each pay an- 
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other tax on the same income at individual 
rates when they receive dividends from the 
corporation. In many instances the same 
dollar of income is taxed twice when the 
corporate form of doing business is em- 
ployed. 


Much disturbed by this double taxation, 
White and Black make certain that in the 
following year the corporation neither pays 
dividends nor distributes its earnings to its 
stockholders, but purchases bonds with its 
earnings. For this particular year the cor- 
poration is made to pay a large surtax for 
improperly accumulating surplus, that is, 
for accumulating its earnings in excess of 
the reasonable needs of the business under 
the provisions of Section 102 of the In- 
ternal Revenue Code. The sad plight of 
Black and White is, therefore, very appar- 
ent: if the corporation distributes earnings 
to them, there is a double tax; but if the 
corporation does not distribute earnings, 
there will probably be a large surtax. 


Mr. Brown and Mr. Green also decide to 
start a corporation, and likewise they each 
have $100,000 to invest in it. They feel that 
the business will need the full capital of 
$200,000 for the first few years, but they 
would like to take back one half of it at 
the end of three years. Instead of issuing 
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all common stock, the Brown and Green 
Corporation issues equally to Brown and 
Green 1,000 shares of common stock of the 
par value of $100 per share, and 1,000 shares 
of preferred stock of the par value of $100 
per share; that is, Brown and Green equally 
pay $200,000 for the stock of the corpora- 
tion issued to them equally, one half of the 
consideration being paid for common stock 
and one half for preferred stock. It is pro- 
vided that the corporation shall have the 
right to redeem or call this preferred stock 
at $110 per share in three years or at any 
time thereafter. Three years after the issu- 
ance of the preferred stock, the corpora- 
tion, out of its earnings and profits, redeems 
100 shares of the preferred stock held by 
Brown and 100 shares of the preferred stock 
held by Green at $110 per share; that is, the 
corporation pays Brown and Green $11,000 
each for 100 shares of preferred stock, which 
cost each of them $10,000. 


Taxable Dividend 


The entire amount of $11,000 paid to each 
of the two stockholders, including the orig- 
inal cost of $100 per share, plus the profit 
of $10 on each share, would be treated as 
a taxable dividend to the stockholders. 
Section 115 (g) of the Code provides that 
if a corporation cancels or redeems its stock 
at such a time and in such a manner as to 
make the distribution and cancellation or 
redemption, in whole or in part, essentially 
equivalent to the distribution of a taxable 
dividend, the distribution is to be treated 
as a taxable dividend to the extent that it 
represents a distribution of earnings or 
profits accumulated after February 28, 1913.* 
This rule applies whether the stock canceled or 
redeemed is common stock or preferred stock. 


Section 115 (g) would not necessarily ap- 
ply to all redemptions of stock made out of 
earnings. A cancellation or redemption of 
all of the stock of a particular shareholder 
by a corporation, so that the shareholder 
ceases to be interested in the affairs of the 
corporation, does not effect a distribution 
of a taxable dividend, according to Regu- 
lations 111, Section 29.115-9. If the corpora- 
tion had two different factories manufacturing 
different products, and decided to abandon 
the manufacture of one product and to sell 





1 Meyer v. Commissioner [46-1 ustc { 9197], 
154 F. (2d) 55 (CCA-3, 1946); Beretta v. Com- 
missioner [44-1 ustc { 9226], 141 F. (2d) 452 
(CCA-5, 1944); Kirschenbaum v. Commissioner 
[46-1 ustc { 9231], 155 F. (2d) 23 (CCA-2, 1946); 
2 Miami Law Quarterly 228. 
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the factory, and if the proceeds of the sale 
of this factory were used to retire certain 
stock, there would be a good business rea- 
son for reducing the capital structure, and 
the amounts paid to redeem the stock might 
not be treated as a dividend. 


If White and Black each owned one half 
of the stock of C Corporation, and C Cor- 
poration owned all of the stock of D Cor- 
poration, which had a large surplus, and if 
White and Black sold to D Corporation 
some of their stock in C Corporation, the 
amounts received by White and Black from 
D Corporation would probably not be a 
taxable dividend under Section 115 (g) be- 
cause D Corporation would not be redeem- 
ing or canceling its own stock.’ 


No Surtax 


Mr. Jones and Mr. Smith decide to start 
a corporation, and each has $100,000 avail- 
able for this purpose. The Jones and Smith 
Corporation is authorized to have outstand- 
ing 400 shares of common stock of the par 
value of $100 each, making a total of $40,000 
in stock; but the corporation also issues 
$160,000 in bonds. For the sum of $100,000 
each paid to the corporation, Jones and 
Smith each receive 200 shares of stock, or 
$20,000 in stock and $80,000 in bonds. 


When the Jones and Smith Corporation 
pays interest on the bonds, it will obtain 
a tax deduction; and when the corporation 
pays the bonds, Jones and Smith will be 
drawing money out of the business tax free. 
The corporation, for some time at least, 
will not be required to pay substantial divi- 
dends resulting in double taxation, since it 
can use its earnings to pay the bonds to 
its stockholders. There will be no surtax 
for improperly accumulating surplus under 
Section 102, since the corporation is not ac- 
cumulating its earnings in excess of the 
reasonable needs of the business because its 
earnings are being used to pay bonds. 


Thin’ Incorporations 


The Black and White Corporation and 
the Brown and Green Corporation are over- 
capitalized in that all of the money contrib- 
uted by the stockholders is used to purchase 
stock. The Jones and Smith Corporation, 
which issued both stock and bonds, would 
sometimes be referred to as a “thin” incor- 





2 Wanamaker [CCH Dec. 16,598], 11 TC 365 
(1948). 
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poration.’ Obviously, “thin” incorporations 
will save tax money for the stockholders. 
Therefore, under ordinary circumstances, it 
is a mistake taxwise for a corporation to be 
capitalized solely with stock. As long as a sub- 
stantial indebtedness is outstanding, whether 
in the form of bonds, mortgages or other 
debts, a corporation can generally minimize the 
dangers of Section 102 and double taxation. 


But how far can a taxpayer push the idea 
of the “thin” incorporation? Could the 
Jones and Smith Corporation issue $1,000 
in stock and $199,000 in bonds, and have 
the bonds recognized as obligations of the 
corporation for tax purposes? I think not. 
The courts have not yet settled the law of 
inadequate capitalization for tax purposes. 
In Talbot Mills v. Commissioner [46-1 Ustc 
{ 9133], 326 U. S. 521 (1946), the capital 
invested in stocks was $100,000, and the 
instruments referred to as bonds aggregated 
$400,000. In this case the Supreme Court 
of the United States, in a dictum, indicated 
that a ratio of four to one in favor of bonds 
would be acceptable: “As material amounts 
of capital were invested in stock, we need 
not consider the effect of extreme situations 
such as nominal stock investments and an 
obviously excessive debt structure.” 


Stock-Bond Ratio 


On the other hand, in a number of recent 
cases the capitalization has been held in- 
adequate for tax purposes by reason of the 
great preponderance of the amount of bonds 
over the amount of stock.* In view of these 
decisions and the unsettled state of the law, 
great caution should be exercised, when 
setting up a corporation, to make sure that 
the ratio of bonds to stock does not too 
greatly preponderate in favor of bonds. 
There are a number of other effects of in- 
adequate capitalization, both in the field of 
tax law and in other fields of law.® 


In order to obtain the advantages of a 
“thin” incorporation, the obligations of the 
corporation need not be bonds or deben- 
tures; they may be notes or other evidences 





3 See Schlesinger, ** ‘Thin’ Incorporations: In- 
come Tax Advantages and Pitfalls,’’ 61 Harvard 
Law Review 50. 

4 Swoby Corporation [CCH Dec. 16,123], 9 TC 
887 (1947); Mullin Building Corporation [CCH 
Dec. 16,013], 9 TC 350 (1947); 1432 Broadway 
Corporation [CCH Dec. 14,497], 4 TC 1158 (1945), 
aff'd [47-1 ustc { 9213] 160 F. (2d) 885 (CCA-2, 
1947). 

5 See Semmel, ‘‘Tax Consequences of Inade- 
quate Capitalization,’’ 48 Columbia Law Review 
202. 
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of an indebtedness. In the event that cash 
is paid for the stock and obligations of a 
corporation, there is no statutory require- 
ment that the obligations issued by the cor- 
poration comply with the technical definition 
of “securities.” A different result is reached 
where property is transferred to a corpo- 
ration in exchange for its stock and securi- 
ties under the provisions of Section 112 (b) 
(5) of the Code, which will be discussed at 
a later point, Likewise, I know of no re- 
quirement that if cash is paid for the stock 
and obligations of the corporation, there be 
any particular maturity date for the bonds, 
notes or obligations of the corporation, since 
Section 112 (b) (5) would not be involved. 
However, it is probably best to use long- 
term obligations—for example, obligations 
which mature in approximately ten years. 


Discount Bonds 


In setting up a corporate structure, one 
might consider the possibility of having the 
corporation issue discount bonds—that is, 
bonds in registered form which sell at a 
discount and pay face value at some fixed 
date in the future, such as United States 
savings bonds. The increment on United 
States savings bonds issued after a certain 
date is now taxed in full as interest. How- 
ever, the increment on a corporate discount 
bond is taxed as a capital gain under Sec- 
tion 117 (f) of the Code.’ The holder of the 
discount bond would have the benefit of the 
provisions for the taxing of capital gains. 
Some authorities feel that if this plan comes in- 
to general use, Congress might change the law. 


Now let us suppose that White and Black 
each have a parcel of real estate worth 
$100,000, the cost basis to éach of them be- 
ing $75,000. They form a corporation au- 
thorized to issue 2,000 shares of common 
stock of the par value of $100 each. The 
corporation issues one half of its stock, or 
stock of the par value of $100,000, to each 
of them in exchange for his parcel of prop- 
erty. Does either White or Black have a 
taxable gain by reason of receiving $100,000 
in par value of stock for property with a 
cost basis of $75,000? No. Under the pro- 
visions of Section 112 (b) (5) of the Code, 
no gain is recognized. This section provides 
that no gain or loss is recognized if prop- 





® George Peck Caulkins [CCH Dec. 13,000], 
1 TC 656; aff'd [44-2 ustc { 9416] 144 F. (2d) 
482 (CCA-6, 1944). See Spieler, ‘‘Favored Tax 
Treatment of Corporate Discount Bonds Under 
Section 117 (f) of the Internal Revenue Code,’’ 
3 Miami Law Quarterly 36. 
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erty is transferred to a corporation by one 
or more persons solely in exchange for 
stock or securities of the corporation and 
if immediately after the exchange such per- 
son or persons are in control of the corpo- 
ration; and that if there is more than one 
transferor, the stock or securities received 
by each must be substantially in proportion 
to his interest in the property transferred.’ 


Under Section 113 (a) (6) of the Code, 
the stock which White received in the cor- 
poration would have a cost basis of $75,000, 
that being the cost basis of the property 
transferred by him to the corporation, al- 
though the property was worth $100,000, 
and although White received stock of the 
par value of $100,000 in exchange for it. 
Under Section 113 (a) (8) of the Code, the 
parcels of property transferred by White 
and Black to the corporation would like- 
wise have a cost basis of $75,000 each to 
the corporation, although each of the par- 
cels was worth $100,000, and although the 
corporation gave stock of the par value of 
$100,000 for each parcel. To repeat, in trans- 
actions qualifying under Section 112 (b) (5), 
no gain or loss is recognized, and the cos 
basis is not stepped up. 


Now if White had transferred to the 
corporation his parcel of real estate worth 
$100,000 and Black had paid $100,000 cash 
to the corporation, and each had received 
one half of the stock of the corporation, 
this would qualify as a Section 112 (b) (5) 
transaction because cash is treated as prop- 
erty for this purpose.* However, services 
are not treated as property.’ 


“Control” 


If White and Black had each transferred 
a parcel of real estate worth $100,000 to 
the corporation, and each had received in 
exchange therefor one half of the stock of 
the corporation, White and Black would 
necessarily be in control of the corporation, 
as required by Section 112 (b) (5), because 
together they would own all of the stock 


7 For an excellent discussion of problems un- 
der Section 112 (b) (5), see Fink, ‘‘Exchanging 
Property for Stock,’’ TaxEes—The Tax Maga- 
zine, November, 1946, p. 1069. 

8 Halliburton v. Commissioner [35-2 ustc 
7 9431], 78 F. (2d) 265 (CCA-9, 1935); Claude 
Neon Lights, Inc. [CCH Dec. 9574], 35 BTA 
424 (1937). 

®Columbia Oil & Gas Company [CCH Dec. 
10,954], 41 BTA 38 (1940), aff’d [41-1 ustc 
9333] 118 F. (2d) 459 (CCA-5, 1941); Record 
Petroleum Company [CCH Dec. 9060], 32 BTA 
1270 (1935). 
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of the corporation of every kind and class. 
But if Mr. Gray had originally organized 
the corporation and had owned common 
stock of the par value of $10,000 and non- 
voting preferred stock of the par value of 
$10,000, and White and Black had each 
transferred to the corporation parcels of 
property worth $100,000, in exchange for 
which each received common stock of the 
corporation of the par value of $100,000, 
there would then be outstanding common 
stock of the par value of $210,000. Of this 
amount White and Black would together 
own common stock of the par value of 
$200,000, or approximately ninety-five per 
cent of the common stock. The entire stock 
of all classes outstanding would amount to 
$220,000, of which White and Black would 
own $200,000, or approximately ninety-one 
per cent; but neither White nor Black would 
own any part of the nonvoting preferred 
stock of the par value of $10,000. Under 
these circumstances, White and Black 
would not be in control of the corporation 
because “control,” under Section 112 (h) 
of the Code, means “ownership of stock 
possessing at least eighty per centum of the 
total combined voting power of all classes 
of stock entitled to vote and at least eighty 
per centum of the total number of shares 
of all other classes of stock of the cor- 
poration.” Since neither White nor Black 
owned any part of the nonvoting preferred 
stock, they would not have “control’ under 
the statute although they own ninety-one 
per cent of all of the stock of the corpora- 
tion and ninety-five per cent of the voting 
stock of the corporation. Consequently, the 
transaction would not qualify under Section 


112 (b) (5). 


Now suppose White and Black each con- 
veyed to a corporation a parcel of real 
estate worth $100,000, in exchange for which 
the corporation issued one half of its stock 
to each of them, but White was obligated, 
as a part of the transaction, to sell and 
transfer his stock to Gray. In this case 
White and Black would not be in control 
‘immediately after the exchange,” as the 
statute requires, and the transaction would 
not qualify under Section 112 (b) (5).” 


‘‘Relative-Value’’ Test 


The stock or securities received by each 
transferor must be substantially in propor- 
tion to his interest in the property trans- 
ferred if the transaction is to qualify as 


10 Columbia Oil & Gas Company, supra. 
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nontaxable under the provisions of Section 
112 (b) (5). Two different tests have been 
suggested in order to determine whether 
or not the stock or securities received by 
each transferor are substantially in proportion 
to his interest in the property transferred. 
One of the tests, known as the “relative- 
value test,” is a comparison between the 
value of the property exchanged by each 
transferor with the value of the property 
received by him. The other test, known as 
the “control test,” is a comparison between 
the degree or proportion of control which 
each transferor had over the total assets 
transferred and the degree or proportion 
of control which he acquired over the stock 
and securities received. The courts have 
adopted the relative-value test.” 


Suppose White received for his parcel 
of property worth $100,000 stock of the 
par value of $100,500, while Black, for his 
parcel of equal value, received stock of the 
par value of $99,500. White would gain 
$500, or one half of the one per cent, while 
Black would lose $500, or one half of one 
per cent, under the relative-value test. The 
spread between the two would be one per 
cent. The Board of Tax Appeals decided 
that a spread of 1% per cent would not defeat 
the “substantial-proportion” requirement.” 

While the law has laid down no definite 
and specific formula, it is thought that a 
spread of two per cent is not too great to 
meet the substantial-proportion requirement.” 


Securities 


Just as when a.corporation is formed by 
the stockholders’ paying cash, so, when it 
is started by the stockholders’ transferring 
property to the corporation, it is best to 
have the corporation issue both stock and 
bonds or other written obligations of in- 
debtedness. If White and Black had each 
transferred to the corporation his parcel of 
property worth $100,000, in exchange for 
which each received stock of the par value 
of $20,000 and bonds of the corporation 
in the face value of $80,000, maturing in 
ten years, this would be a “thin” incorpora- 
tion with all of its tax advantages. Would 
the transaction qualify as nontaxable under 
Section 112 (b) (5)? This section requires 
that property be transferred to the corpora- 

11 Bodell v. Commissioner [46-1 ustc f{ 9211], 
154 F. (2d) 407 (CCA-1, 1946); United Carbon 
Company v. Commissioner [37-1 ustc { 9279], 90 
F. (2d) 43 (CCA-4, 1937); Gladstone Corporation 
[CCH Dec. 9926], 37 BTA 174 (1938). 

12 Gladstone Corporation, supra. 

13 See Fink, op. cit., footnote 7, p. 1075. 


tion in exchange for stock or securities. The 
ultimate answer to our question depends 
upon whether bonds maturing in ten years 
are considered securities under the applica- 
ble law. 


In a number of decisions,“ short-term 
bonds or obligations were held not to be se- 
curities. In one case,” ten-year debentures 
were held to be securities; and in an- 
other case,” serial bonds with varying ma- 
turity dates up to seven years were held to 
be securities. 


The cases just referred to involve anal- 
ogous principles of the law of corporate 
reorganizations, but it is generally believed 
that the same law would apply to trans- 
actions arising under Section 112 (b) (5). 
While no mathematical test has been laid 
down, it seems safe to assume that a bond 
maturing in ten years would qualify as a 
security under this section. It is believed 
that if the obligation of the corporation is 
in writing, is a definite binding obligation, 
and matures in ten years or later, it will 
be deemed to be a security even though it 
may not be, in a strict sense, a bond. A 
long-term bond may still qualify as a “se- 
curity” even though it is callable two years 
after its issuance.” 


Now suppose White and Black each has 
a parcel of property worth $100,000, and 
each transfers to a corporation his parcel 
in exchange for both stock and securites. 
The corporation has stock of the par value 
of $40,000 and bonds of the face value of 
$160,000, or a total of $200,000. It gives to 
White stock of the par value of $30,000 and 
bonds of the face value of $70,000, making 
a total of $100,000, while Black receives 
stock of the par value of $10,000 and bonds 
of the face value of $90,000, or a total of 
$100,000. Each party has a total of $100,000 
of stock and bonds, but the proportions 
in which they hold the stock and bonds 
differ considerably. Would this transaction 
qualify under Section 112 (b) (5)? There is 
a great deal of doubt as to this. At least 
one eminent authority ® feels that it would 





14 Pinellas Ice & Cold Storage Company v. 
Commissioner [3 ustc { 1023], 287 U. S. 462 
(1933); L. & H. Stirn, Inc. v. Commissioner 
[39-2 ustc J 9741], 107 F. (2d) 390 (CCA-2, 1939) ; 
Cortland Specialty Company v. Commissioner 
[3 ustc { 980], 60 F. (2d) 937 (CCA-2, 1932), 
cert. den. 288 U. S. 599 (1933). 

1% Commissioner Vv. Neustadt Trust [42-2 ustc 
9751], 131 F. (2d) 528 (CCA-2, 1942). 

16 Helvering v. Watts [36-1 ustc { 9016], 296 
U. S. 387 (1935). 

17 Mary N. Crofoot [CCH Dec. 14,364(M)], 4 
TCM 97. 

1% Mertens, Law of Federal Income Taxation, 
Vol. 3, p. 167. 
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not. The cautious thing to do, therefore, 
is to see that each transferor receives stock 
substantially in proportion to his interest 
in the property transferred, and also that 
he receives securities substantially in pro- 
portion to his interest in the property trans- 
ferred; in other words the stock and the 
securities received should be treated sepa- 
rately rather than as an aggregate whole. 


Mortgages 


Now let us consider the situation where 
White owns Lot 1, which is free and clear, 
and which is worth $100,000, while Black 
owns Lot 2, which is worth $100,000 but 
against which there is a mortgage for 
$50,000. Each transfers his lot to a newly 
formed corporation, Black’s lot being trans- 
ferred subject to the mortgage, in exchange 
for which the corporation issues to White 
stock of the par value of $100,000, and to 
Black stock of the par value of $50,000. 
Would this transaction qualify under Sec- 
tion 112 (b) (5)? Yes, it would, because 
under the provisions of the Code the out- 
standing mortgage to which the property is 
subject is considered either stock or securi- 
ties issued to Black. Thus, the stock issued 
is equalized according to the gross values 
of the lots transferred to the corporation.” 


Proper Instrument 


If it is decided to use bonds in connec- 
tion with a “thin” incorporation, the instru- 
ment should be a bond or written evidence 
of indebtedness and not a hybrid instru- 
ment, half bond and half stock.” A share 
of stock represents an equity in the owner- 
ship of the corporation or its assets, while a 
bond is obviously an obligation of the cor- 
poration, Where a bond issued by a cor- 
poration in exchange for a transfer of 
property to the corporation is held to bea 
stock, the transaction might still be non- 
taxable under Section 112 (b) (5), but the 
corporation might not have the advantages 
of being a “thin” incorporation if its bonds 
are all held to be stock. 

To avoid the possibility of an instrument’s 
being construed as a stock rather than as a 
bond, it should have a fixed maturity date™ 


19 Code Section 112 (k); Regulations 111, Sec- 
tion 29.112 (b) (5)-2. 

20 John Kelley Company v. Commissioner [46-1 
ustc {J 9133], 326 U. S. 521 (1946), and Talbot 
Mills v. Commissioner, supra. 


21U. §. v. South Georgia Railway Company 
[39-2 ustc § 9765], 107 F. (2d) 3 (CCA-5, 1939). 


Formation and Operation of a Corporation 


and the right to interest should not depend 
upon earnings or profits;” further, there 
should be no subordination to other cred- 
itors™ and the instrument should not carry 
voting rights.” 


Beginning Business Form 


It is generally in the early life of a busi- 
ness that losses occur. If the business is 
incorporated and loses money at the outset, 
the losses cannot be offset against any cur- 
rent income. Although certain losses can 
be carried forward for two years under the 
net operating loss deduction provisions of 
Section 122 of the Code, this still might not 
allow the corporation to offset all of its 
losses against income. Under such circum- 
stances, if initial losses are expected, it 
might be advisable to start the business as a 
partnership or as an individual operation 
so that the losses could be offset against 
other income of the partners or of the 
individual proprietor. Later the business 
could be changed from a partnership or an 
individual proprietorship to a corporation. 


Let us assume that White and Black 
formed an equal partnership, each con- 
tributing the same amount to it, that the 
partnership has been in business for several 
years, and has prospered. They then decide 
to change the business from the partnership 
form to a corporate form. If the partner- 
ship pays its debts, liquidates and trans- 
fers half of its assets to White and half 
to Black, if White and Black each trans- 
fer the assets he receives from the part- 
nership to the new corporation, and if the 
new corporation if capitalized by stock and 
issues half of its stock to White and half 
to Black, there will be no income tax on 
the changeover process. Ordinarily, when 
a partnership liquidates and distributes its 
assets in kind, a partner realizes no gain or 
loss until he disposes of the property.” 
Section 112 (b) (5) of the Code applies, 
and there is no gain or loss on the trans- 
fer of the assets by the partners to the cor- 
poration in exchange for stock of the 


22 Ticker Publishing Company 
12,419], 46 BTA 399 (1942). 

23 John Kelley Compuny v. Commissioner, 
supra (where instrument was held a bond under 
Dobson rule). 

2 Hrnst Kern Company [CCH Dec. 12,906], 1 
TC 249 (1942). 

% Regulations 111, Section 29.113 (a) (13)-2. 
See Everett, ‘‘Tax Problems on Changing from 
a Partnership to a Corporation and Vice Versa,’’ 
Proceedings of the New York University Fourth 
Annual Institute on Federal Taxation (Mat- 
thew Bender & Company, Inc., 1946), p. 738. 


[CCH Dec. 
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corporation. However, this would be a 
“thick” incorporation involving the pitfalls 
of double taxation and of Section 102. 


Thinning Process 


The transaction could be handled in a 
slightly different way and become a “thin” 
incorporation. Let us see how we could best 
accomplish the thinning process. The part- 
nership, before its dissolution, might have 
$125,000 in cash as well as accounts pay- 
able and other liabilities. If the new cor- 
poration does not need all of the cash, we 
might have the partnership distribute 
$100,000 of cash equally to the partners but 
withhold this cash from the corporation. 
Accounts receivable and readily salable se- 
curities could also be withheld from the 
corporation. Instead of having the partner- 
ship pay the accounts payable and other 
liabilities, we could have the partnership 
transfer its assets to the partners subject 
to the payment of the accounts payable and 
other liabilities, and the partners could in 
turn transfer such assets to the corporation 
subject to these accounts payable and other 
liabilities. Furthermore, instead of the cor- 
poration’s issuing only stock to its incor- 
porators, who were formerly partners, it 
could issue stock and bonds, the amount 
of the bonds to be approximately four 
times as much as the amount of the stock. 
The corporation would then owe the liabili- 
ties of the partnership and would also owe 
a substantial amount of money on its bonds, 
and would have very little cash with which 
to pay these obligations. Consequently, the 
corporation would probably have no occa- 
sion to declare dividends for some time to 





come. We could, therefore, minimize the 
dangers of double taxation and of Section 102. 


In the example given above, it is assumed 
that the corporation would first liquidate 
and that the partners would transfer the 
assets to the new corporation in exchange 
for its stock and securities. However, the 
changeover from the partnership to the cor- 
poration could be accomplished in a num- 
ber of different ways. The partnership could 
transfer the assets to the corporation and 
the corporation could issue the stock and 
securities to the partnership, which could 
then liquidate and assign the stock and se- 
curities to the partners. The corporation 
could issue the stock and securities directly 
to the partners; in return, the partners 
could transfer to the corporation the assets 
of the partnership, their undivided interests 
in the assets or their partnership interests, 
without first liquidating the partnership. 
The law has not yet given us a definite 
guidepost. Some writers on the subject 
prefer one method, some prefer another 
method, and some apparently feel that it 
makes no difference which method is 
adopted.* 


It seems reasonable that no matter which 
method of changeover is employed, the sub- 
stance of the transaction is the same and 
the tax consequences should, on principle, 
be the same. However, this remains to be 
seen from future decisions and rulings. 


[The End] 


76 See Levy, ‘‘The Incorporation of Partner- 
ships,’’ TAxES—The Tax Magazine, January, 
1947, pp. 43, 46; Schlesinger, op. cit., footnote 
3, pp. 50, 70; Everett, op. cit., footnote 25, 
Ppp. 738, 752. 


The Element. of Intent in ‘‘Resident”’ 


The courts of England attach no more special or technical meaning to the 
word “resident” under the income tax acts than do courts in this country. In 
both countries they have refused to find the element of intent necessary as it has 


been held to be in the case of “domicile.” 


The Court of Appeal recently made 


this pronouncement in the case of Lord Inchiquin v. Inland Revenue Commissioners 


(November 28, 1948). 


Interestingly enough, a comment on this case in the 


April, 1949 issue of The Law Quarterly Review, at page 158, points out that the 
United States rule is that a person “cannot be regarded as resident at a place or 
in an area unless he has the intention to reside or live there for the time being,” 
citing Matter of Curtis’ Will, 250 N. Y. S. 146. 
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UT OF THE POCKETS of the Ameri- 

can people the tax gatherers—local, 
state and federal—took approximately $49.5 
billion dollars in the fiscal year 1947. In 
the year 1948 the toll, in round figures, was 
well in excess of $50 billion. In 1949 the 
total will be in the neighborhood of $57 
billion. Indications are that in the year 
1950 the total will reach $65 billion. 

Of the total collections in 1947, the federal 
government received approximately three 
fourths, with the state and local govern- 
ments each taking about one eighth. The 
relative proportions have changed some- 
what in the last two years. Now roughly 
five sevenths and one seventh are taken by 
the federal government and by state and 
local governments, respectively. In 1913, 
of the total government expense, the fed- 
eral government accounted for 28.6 per cent; 
state governments, 15.3 per cent; local gov- 
ernments, 56.1 per cent. In 1932 the percent- 
ages were 36.0, 19.5 and 44.5, respectively. In 
1940 the corresponding percentages were 
51.8, 20.3 and 27.9, respectively. In the year 
1929 total tax receipts took 10.8 per cent of 
our net national product, by which we mean 
gross national product less capital consumption 
allowances. Ten years later the percentage 
had risen to 17.7. In 1941 the toll rose to 
21.0 per cent; in 1943, to 26.5 per cent; in 
1945, to 25.7 per cent. In 1947 the per- 
centage was 24.8 as against 24.4 in 1946. 

That such enormous amounts, equaling 
approximately one fourth or more of our 
annual income, should be a matter of serious 
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concern is not surprising. Indeed, it is most 
heartening that our people are, whether by 
choice or by force of circumstances, more 
and more tax conscious, and are thereby 
more sensitive to any injustices or inequities 
as well as to the merits and equities in our 
tax systems. 


From early times, wherever and when- 
ever people have been associated for the 
realization of common purposes, govern- 
ments of one form or another—sometimes 
very crude and ill conceived, and at other 
times complex and carefully, if not always 
too wisely, fashioned—have furnished the 
instrumentalities through which these com- 
mon goals are sought. 


There always have been and, I am con- 
vinced, always will be differences of opinion 
regarding what role governments should 
play in the affairs of society. At no time, 
perhaps, in the history of the state has this 
controversy been the subject of so much 
discussion. In many quarters of the world 
Communism, which relies upon government 
to control and direct not only the produc- 
tion but also the distribution of goods, is 
deep rooted. People who are converts to 
other systems are in mortal fear that the 
seeds being sown by the Communists will 
take root in their soil and will choke the 
seeds of the plans or methods which non- 
Communists feel are superior. 


Parenthetically, I must observe here that 
the surest way to hold back the far-reaching 
and onward-sweeping tide of Communism 
from our shores is to make certain that our 
own government does not fail to make our 
economic system serve more people better and 
better. To achieve this goal, government 
services must be provided on a substantial scale, 
far in excess of those envisioned by our fore- 
fathers—indeed, far in excess of those con- 
sidered desirable a half century or even a 
quarter of a century ago. The great ma- 
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jority of the American people are agreed 
that our way of living calls for flexibility 
in government and for the preservation of 
free enterprise. I believe that these goals 
are not inconsistent. 


The framers of our Constitution penned 
wisely a blueprint within which great flexi- 
bility has been possible when they inserted 
in the preamble that the “more perfect 
Union” was created to “establish Justice, 
insure domestic Tranquility, provide for the 
common defense, promote the general Wel- 
fare, and secure the Blessings of Liberty to 
ourselves and our Posterity.” Within this 
blueprint, our lawmakers have written many 
laws—and our courts have sustained them 
—which have coped, in a remarkable way, 
with the multitude of problems in our dy- 
namic and progressive society. 


Theories of State Responsibilities 


Controversies regarding the proper func- 
tions of the state have ranged from the 
highly, and almost unlimited, individualistic 
theory of the minimum of government ac- 
tion championed by the anarchists [sic] to 
the marked paternalistic theories of wide 
exercise of governmental functions cham- 
pioned by dictators and Communists. 

Between these two extremes is found 
what is designated by some scholars as the 
“groupistic” theory of the state, the para- 
mount objective of which is the promotion 
of social progress and the general welfare, 
though individual liberty is to be preserved 
in so far as it does not impinge too severely 
upon or destroy the liberties of the group. 
To this concept, it seems clear, Lincoln sub- 
scribed when he said that “the legitimate 
object of government is to do for a com- 
munity of people whatever they need to 
have done but cannot do at all or cannot 
do as well in their separate individual ca- 
pacities.” Moreover, it appears clear that 
the American voters have in recent national 
elections definitely placed their stamp of 
approval upon such a concept of state ‘re- 
sponsibilities. 

Mention must be made of still another 
intermediate concept of state action, com- 
monly known as socialism, which calls for 
a substantial submergence of individual ac- 
tion and the expansion of the activities of 
the state. The socialists go further than 
the aforementioned “groupists” in their de- 
mands for the elimination of private property 
used in production, inheritance, the receipt 
of individual profits, competition in business 
and individual enterprise in basic industries, 
at least. 
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We must be cautious in our condemnation 
of things done by the government for so- 
ciety on grounds that they are socialistic. 
Who among us now opposes public educa- 
tion, public highways, the work of the Post 
Office Department, free navigation on our 


rivers, the national solicitude for public 
health, the Weather Bureau service, the 
coinage of money, experimentation in agri- 
culture and in other fields, the emphasis 
on the free flow of goods, greater social 
security, sanitation regulations, conserva- 
tion of natural resources, public safety regu- 
lations, public libraries, public recreation 
programs, public hospitals and the like, not 
to mention what is being done for the 
veterans? 


That the financial needs and the methods 
of securing the revenues necessary to meet 
them are shaped to a considerable degree 
by the prevailing political philosophy may 
hardly be questioned. Especially is this 
true in democratic countries. In the United 
States the complexities of public finance 
are heightened by the fact that there are 
some 155,000 different governmental units. 
Each enjoys independence both with re- 
spect to taxing power and expenditures, 
and often several units levy upon the same 
property and render duplicating services. 
Their combined fiscal programs call for 
enormous outlays, heavy taxes and large 
volumes of borrowing. In the United States, 
in addition to the federal and the forty-eight 
state governments, there are 3,050 counties, 
16,220 incorporated places, 18,919 towns and 
townships, 108,579 school districts and 8,299 
special districts. These total 155,116. Of 
this number, Illinois leads with 15,854, Kan- 
sas is second with 11,115 and Missouri is 
third with 10,740. My own state, Pennsyl- 
vania, has 5,263. Florida has but 503. 


Growth of State Functions 


Everywhere history reveals that as people 
become more progressive, more socially 
minded and more mature economically, 
governments assume new functions and thus, 
of necessity, increase their expenditures. 
This, in turn, calls for increased contribu- 
tions in the form of taxes. More and more 
are we impressed with the fact that man 
does not live and prosper alone. 


Some three quarters oi a century ago, the 
eminent German economist Adolph Wagner 
recognized this very clearly in a much- 
quoted statement: “Comparisons of the 
past and present situation of different coun- 
tries shows that among progressive peoples, 
with which we are alone concerned, an in- 
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crease regularly takes place in the activity 
of both the central and local governments. 
This increase is both extensive and inten- 
sive; the central and local governments 
constantly undertake new functions, while 
performing both old and new functions more 
efficiently and completely. . . . Public economic 
activities increase at the expense of private 
economic activities, and the collectivistic 
character of the whole national economy 
becomes in consequence more pronounced.” 


That he spoke with prophetic vision, sub- 
sequent years have revealed. In our own 
country this trend has been strikingly demon- 
strated. But as governmental functions 
have expanded, and as the public expenditures 
have increased, we must keep in mind that 
with the possible exception of war-forced 
activities and outlays, these functions and 
expenditures have been voluntarily and 
wholeheartedly approved by a free people. 
Moreover, our national wealth and income 
have almost steadily mounted. For example, 
our gross national product is now emerging 
at the rate of $260 billion per year. Our net 
income has increased in the last decade 
from a meager $40 billion to approximately 

220 billion per annum. Fred Vinson, then 
Secretary of the Treasury, estimated our 
country’s total wealth at $620 billion in 1946. 
Only too common is the tendency to point 
to the tremendous increases in public ex- 
penditures and public debts as if they were 
the taunting design of a political party, 
without making any allowance even for the 
unavoidable economic dislocations, mount- 
ing outlays and expenditures and unprec- 
edented public debt directly or indirectly 
occasioned by war and the strengthening of 
our national defenses, and without taking 
into account our enormous resources. Surely, 
if criticism or evaluation is to be fair, these 
facts and circumstances must be kept in 
mind. We are not in any sense condoning 
extravagance and waste, but we are insisting 
that unavoidable and overwhelmingly ap- 
proved demands upon the public pocket 
should be viewed in their proper light. 


A well-nigh continuous increase in gov- 
ernmental expenses in the United States 
even in periods of peace is a striking feature 
of our fiscal history. The total expenditure 
of the federal government, excluding debt 
retirement, was $521 million in 1900, $696 
million in 1910, $6,403 million in 1920, $3,863 
million in 1932 and $8,998 million in 1940. 


Causes of Increased Expenditure 


Among the outstanding causes of the in- 
creases in public outlays, the following are 
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important: (1) an increase in the general 
level of prices, (2) growth in population 
and expansion in the physical area which 
government must serve, (3) what has been 
called “the increased needs of a more com- 
plex society” and (4) wars. 


Since governments, just as individuals, 
have to compete in the market for goods 
and services, their outlays necessarily vary 
with the general price level and the pur- 
chasing power of money. Hence, since the 
turn of the century, and especially in recent 
years, a portion of the expenditures of gov- 
ernment has been nominal rather than real. 
This has been especially true since 1941, 
during which time the general price level 
has shown a marked upward swing. In re- 
cent months, however, there has been a 
downward turn. 


The effects of the increase in population 
and the expanding areas to be served are 
almost too evident to call for comment. 
Even the performance of the same neces- 
sary services for more people necessitates 
greater outlays. Moreover, the distribution 
of the increased numbers with respect to 
urban or rural locations will likewise have 
different effects on the demands upon pub- 
lic treasuries. Congested districts call for 


greater public outlays than do sparsely set- 
tled areas. 


The increase in outlays in connection with 
the expanding needs of a complex and pro- 
gressive society is abundantly demonstrated 
in recent years in connection with better 
education programs, more highways and 
efforts to combat the effects of the depres- 
sion and to control the business cycle. In 
short, such increases, and many others with 
which we are all familiar, are connected 
with the greater and greater emphasis that 
is being directed towards the promotion of 
the general welfare. Whether or not all 
agree, more things are being done for more 
people, and they are being better done. 


Wars 


That the costs of fighting wars are heavy, 
we need not be told. Particularly is this 
true of modern wars. In the costs of our 
wars and of the preparation for wars, to- 
gether with the heavy obligations which 
linger on in connection with the care of 
veterans, we find staggering totals. 


The following figures, taken from Pro- 
fessor Buehler’s Public Finance, give the 
approximate cost, in dollars, of our prin- 
cipal wars: 
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Civil. War (Union)... ...... 
Civil War (Confederate).... 
ee eee eee 
Spanish-American War ..... 
World War I 


12,322,186,601 
1,520,033,632 
800,000,000 
3,521,776,681 
33,131,986,757 


| RR teaser es oe. 8 ee: $52,607,776,711 


To this must be added some $400 billion 
which the last war has already cost the 
American people. The World Peace Founda- 
tion estimated that of the total federal ex- 
penditures from 1789 to 1920, seventy-nine 
per cent went into national defense. Presi- 
dent Truman’s budget for 1950 calls for 
$14.2 billion for strengthening our defenses. 
To this must be added approximately $5.5 
billion for interest on the national debt, 
which brings the total to over $25 billion 
attributable to war. Moreover, to this may 
well be added the $5 billion or more called 
for under the Marshall Plan for aiding war- 
torn Europe. 


The total ordinary federal expenditures 
rose from $10,800,000 in 1800 to $15,900,000 
in 1825, $30,500,000 in 1850, $274,600,000 in 
1875, $520,000,000 in 1900, $3,063,100,000 in 
1925 and $9,305,100,000 in 1940, to the 
combined war and ordinary total of 
$100,397,500,000 in 1945. The current fiscal 
year’s outlay will be in the neighborhood of 
$40 billion to $42 billion. 

Barring the three-year period in the War of 
1812 when the federal government imposed 
direct levies apportioned among the states 
according to population, revenue for the 
support of the central government, prior to 
the. Civil War period, was obtained, in the 
main, from duties on imports and from ex- 
cises on various articles, but particularly 
from those levied on liquor and tobacco. 


Civil War Tax 


With the heavy expenditures necessary 
to wage the Civil War, the central govern- 
ment, though somewhat belatedly, greatly 
strengthened and expanded its tax program. 
In so doing, resort was again made to direct 
levies. At the same time the greater emphasis 
upon the ability-to-pay principle bore fruit 
in the enactment of our first national per- 
sonal income tax in 1861. Not until the 
following year, however, after the law had 
received needed amendments, did it become 
effective. The first law called for a flat 
rate of three per cent on income in excess 
of $800. This was changed in 1862, when 
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a degree of progression was introduced by 
a levy of three per cent on all incomes be- 
tween $600 and $10,000 and a levy of five 
per cent on the excess. The rates were 
subsequently increased to five per cent on 
amounts between $600 and $5,000 and ten 
per cent on the excess. In 1867, however, 
progression was abandoned and five per 
cent was placed upon incomes in excess of 
$1,000. Finally, in 1872, the tax was com- 
pletely abandoned, having yielded in the 
entire period some $350 million. The largest 
amount received in any one year was 
$73,434,000 in 1866. In 1866, 460,000 per- 
sons paid income taxes to the national gov- 
ernment; in 1867, 266,000; and in 1872, but 
73,000. The principle of collection at the 
source was then introduced, when the tax 
on federal employees and that on incomes 
from the securities of certain corporations 
were withheld from the recipients. During 
the war period the income levies provided 
approximately twenty per cent of the total 
internal revenues. 


Though the constitutionality of the law 
was questioned, the Supreme Court found 
that “direct taxes within the meaning of the 
Constitution are only capitation taxes as 
expressed in that instrument, and taxes on 
real estate; and that the tax of which the 
plaintiff in error complains is within the 
category of an excise or duty.” 


1894 Tax Law 


The attempt by the federal government 
to tax personal incomes was not revived 
until 1894, when Congress, in its quest for 
revenue to make up for the predicted loss 
from the lowering of import duties under 
the new tariff bill, provided for a two per 
cent levy upon all personal incomes in ex- 
cess of $4,000. The provisions which might 
have resulted in substantial losses in reve- 
nue, however, were removed from the bill 
in its final form. Hence, it appears that 
the striking inequalities of wealth furnished 
the outstanding argument leading to the 
new tax. This law received the general ap- 
proval of the Western and Southern legis- 
lators, but the Eastern representatives almost 
unanimously opposed it. The wealthy op- 
posed the measure on the ground that it 
was a “class tax” designed “to make a dis- 
tinction between the rich and the poor.” 
President Cleveland, though not expressing 
opposition to the tax, refused to use his 
influence one way or the other. Both he 
and Secretary of the Treasury Carlisle 
thought the tax just, but politically inex- 
pedient. As a matter of fact, the Wilson- 
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Gorman Tariff Act, which carried the 
income tax, was allowed to become law 
without the President’s signature. 


The constitutionality of the law was bit- 
terly contested, with the result that the 
Supreme Court, in a five-to-four decision, 
declared: “. .. we are of the opinion that 
the law in question so far as it levies a tax 
on the rent or income of real estate is a 
violation of the Constitution and is invalid.” 
Hence, this reversal of the findings of the 
Supreme Court as to the Civil War income 
taxes closed the gate to federal personal 
income taxation except through constitu- 
tional amendment. The law was killed, but 
the sound principle survived. 


Corporate Income Tax 


This principle came boldy to the front in 
1908, when the Democratic platform gave 
its approval to and called for a constitutional 
amendment to permit such a tax. Although 
the Republican platform did not contain 
such planks, the party’s candidate, Mr. Taft, 
announced his approval, and at the same 
time held that a constitutional amendment 
was unnecessary. Having been elected, and 
having sensed the sentiment in favor of in- 
come as a basis for levying taxes, President 
Taft, in spite of strong opposition to the 
suggestion on the part of some of the most 
influential members of his party, recom- 
mended that Congress should at once pro- 
vide for the levy of an excise tax to be 
measured by the net income of corporations, 
except that of national banks, savings banks 
and building and loan associations. Accord- 
ingly, in August, 1909, the corporate income 
(or excise) tax law became a reality. This 
law called for a one per cent levy on corpo- 
rate income in excess of $5,000. 


In the years immediately following the 
enactment of the corporate excise tax law, 
the one per cent rate was retained, though 
in the progress of World War I it was in- 
creased to twelve per cent. Thereafter the 
rates were reduced; but as the national 
revenue needs subsequently mounted, the 
Congress readily turned its eyes to this 
source. In 1935 the questionable principle 
of graduation was introduced. 


When World War II revenues were 
sought in such abundance, corporations with 
their bulging profits were popular and legit- 
imate prey of the tax gatherer. The rates 
on their profits were increased, ranging 
from twenty-five per cent to forty per cent, 
the latter applying to all those with incomes 
of $50,000 or more. In the year 1946, the 
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scale of rates was changed to twenty- 
one per cent to thirty-eight per cent. This 
rate scale is made up of a combination of 
a normal tax and a surtax, with graduation 
in each for corporate income up to $50,000. 
The surtax rates range from six per cent 
of the first $25,000 to fourteen per cent on 
income in excess of $50,000. The normal 
tax rates range from fifteen per cent to 
nineteen per cent on income up to $25,000. 
The complicated arrangement of the com- 
bined surtax and normal tax rates on corpo- 
rate incomes between $25,000 and $50,000 
leads to the result that the effective rate on 
ali those above the $50,000 level is maxi- 
mized at thirty-eight per cent. In addition 
to the normal tax and surtax levies, in the war 
period, corporations were subjected to levies 
on their excess profits, with the maximum 
rate rising to ninety-five per cent. Though 
at first the rates were progressive, the final 
rate was the flat ninety-five per cent, of 
which ten per cent was refunded or made 
available as a credit for debt retirement. 
Moreover, the combined levies on corporate 
income in any one year were limited to 
eighty per cent of net income. The excess 
‘profits tax law was repealed by the Revenue 
Act of 1945, effective as of January 1, 1946. 


The corporate income tax has provided 
a fruitful source of revenue for the federal 
government. In 1923, 54.8 per cent of the 
total internal revenue receipts was thus 
secured. In 1928 the proportion was 46.3 
per cent; in 1932, 40.4 per cent; in the war 
year 1945, 11.1 per cent; and in 1946, 9.7 
per cent. 


Double Taxation 


Some urge that corporate income as such 
should not be taxed, but should be treated 
in the same way as partnership income is 
treated. Others argue that only that por- 
tion of corporate incomes which is not dis- 
tributed should be taxed to the corporation. 
The “double taxation” criticism of corporate 
income taxation is most forcibly advanced 
and is easily comprehended. The corporate 
income tax does impose a heavier burden 
upon dividend income than upon other in- 
come. One might argue that a corporation 
should, in determining its taxable income, 
be privileged to deduct both interest paid 
to its creditors and dividends paid to its 
stockholders. Inability to do this does, no 
doubt, to some extent stimulate debt financing. 
Another argument against this “double tax- 
ation” is that it makes financing more diffi- 
cult by reducing savings or/and profits. No 
doubt such results have been experienced, 
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though I am inclined to the belief that they 
have been exaggerated. 


Still another indictment against the cor- 
porate tax is that revenues suffer because 


of the stimulus given to plowing profits 
back into the business. 


If, and to the extent that, the corporate 
levies are shifted to other shoulders, the 


foregoing indictments almost completely 
evaporate. 


Whatever may be the validity of the in- 
dictments of corporate income taxes, so long 
as the federal expenses are so high and the 
yield of such taxes is substantial (ranging in 
peacetime from 54.8 per cent of the total 
internal revenue receipts of the federal gov- 
ernment in 1923 to 40.4 per cent in 1932), 
this brimming spring will not be abandoned. 
Even in the war years, when other revenue 
sources were expanded and new ones intro- 
duced, the revenue secured from the corpo- 
rate income tax accounted for 11.1 per cent 
of the total internal revenues in 1945 and 
9.7 per cent in 1946. 

The corporate form of business organiza- 
tion plays a large role in our economy. 
Such organizations are created by the state; 
they do enjoy special privileges, and they 
do possess ability to pay. There is ample 
legal justification for taxing them. More- 
over, because government services of many 
varieties are performed for business, it 
should, on economic grounds, regardless of 
its structure, contribute toward the cost of 
government. 


The future of corporate income taxation 
will be determined by such refinements or 
changes as may be made with respect to 
rate structure, determination of taxable in- 
come, treatment of earnings whether retained 
or paid out, depreciation allowances, operat- 
ing losses, excess profits and the like. 


Proposed Treatment 
of Corporate Income 


The proposal made by Randolph Paul 


may well merit serious consideration. This 
suggestion calls for the elimination of the 
corporation income tax or for a moderate 
franchise tax for smaller corporations which, 
because of their size and the small number of 
their stockholders, differ not greatly in own- 
ership relationship from partnerships and sole 
proprietorships. Such corporations might 


be permitted or compelled to report as part- 
nerships do now. 


Still another proposal mentioned by Mr. 
Paul and others is to treat the whole income 
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of corporations, regardless of size, just as 
the income of partnerships or individuals is 
treated. For that portion which is distrib- 
uted, the rates applicable to the total in- 
comes of the recipients would prevail, while 
that portion which is undistributed would 
be allocated by the corporation’s treasurer 
among the stockholders of record at the end 
of the taxable year, and this would be in- 
cluded on their personal returns. The same 
procedure would be followed with respect 
to net losses. Such information regarding 
losses would also be given to the Treasury 
for checking individual returns. 


This last plan might have a wholesome 
effect upon corporate financial policy by 
removing the tax influence in dividend policy. 
In other words, the real needs of the cor- 
poration for funds rather than the proba- 
bilities of favorable changes in tax rates or 
the advantages which might accrue to the 
owners of large blocks of stock, would shape 
the policy. 


Forerunners of Present Law 


The corporate excise tax law of 1909 may 
be looked upon as the forerunner of the present 
federal income tax. England, however, after 
first using the income tax from 1799 to 1802, 
had made continuous use of such a tax from 
1842. Perhaps it is more correct to say that 
the levy on incomes by several of our states 
was the forerunner of federal income tax- 
ation. As early as 1646, Massachusetts Bay 
Colony provided for taxing “the returns and 
gains of tradesmen, artificers and handi- 
craftsmen.” (Even earlier, New Plymouth 
had levied a tax on personal abilities.) In 
one form or another, Massachusetts has con- 
tinued to levy taxes upon incomes for three 
centuries. Other New England colonies fol- 
lowed suit, and in the course of the seven- 
teenth century levied upon earnings. The only 
colony outside New England to make use 
of such a tax in the seventeenth century was 
New Jersey. During the Revolutionary 
War period, over one third of the colonies 
levied upon “faculties.” Thereafter, espe- 
cially in the first quarter of the nineteenth 
century, the American states gradually aban- 
doned such levies. In the 1840's, however, 
when other sources of revenue were inadequate 
and debts were being repudiated, state levies 
on incomes were revived. Between 1840 
and 1850, six states, including Pennsylvania 
and Florida, enacted income tax laws. Florida’s 
experience was not very successful. She aban- 
doned the plan after ten years. Pennsylvania 
repealed her law in 1871 after a thirty-year 
period. The Civil War brought a revival 
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in state income taxation, though in succeed- 
ing decades interest in such levies waned. 


New interest was generated in income 
taxation in 1911, when Wisconsin adopted 
a modern law to be administered by a state 
tax commission. Loss of revenue due to 
national prohibition led several states to 
turn to the income tax in the 1920’s. Interest 
in this direction waned, however, in the 1930’s. 
Today, some two thirds of the states make 
use of income taxes. In 1947, all the states 
combined collected $418,281,000 from per- 
sonal income taxes and $451,240,000 from 
the levies on corporate incomes. 


In July, of the same year that the federal 
corporate excise tax law was enacted, Con- 
gress agreed to a joint resolution which 
called for amending the Constitution to give 
the federal government power to levy a tax 
on income, from whatever source derived, 
without apportionment among the states 
according to population. 


The country was in a receptive mood; and 
state after state voted approval, until, on 
February 3, 1913, Wyoming became the 
thirty-sixth state to ratify the amendment. 
The Sixteenth Amendment was thereby 
duly added to our Constitution. 


I am prompted to point out that Connecticut, 
Florida, Rhode Island and Utah rejected the 
amendment. 


Fortunate indeed were we, in view of the 
fact that within a few years we were to be 
drawn into World War I with its heavy 
outlays, that we had this new spring from 
which to draw funds. The first income tax 
law of October, 1913, called for a normal 
tax of one per cent on the incomes of single 
persons over $3,000 and on that of married 
couples over $4,000. A surtax of from one 
to six per cent was imposed on incomes above 
$20,000. With the progress of the war, the 
income tax rates were increased, reaching 
their maxima in the 1918 revenue law, when 
the combined normal tax and surtax rates 
absorbed seventy-seven per cent of incomes 
in excess of $1,000,000. In this same 1918 
law, the first $4,000 of taxable income was 
taxed at the normal rate of six per cent and 
the remainder at twelve per cent. The sur- 
tax, beginning at $5,000 at the rate of one 
per cent, reached its maximum of sixty-five 
per cent on incomes in excess of $1,000,000. 
By this time the exemptions had been low- 
ered (in 1917) to $1,000 for single persons 
and to $2,000 for married persons, and in 
addition $200 was deducted for each depend- 
ent. Some relief was provided for 1919 by 
lowering the normal tax to eight per cent on 
incomes above $4,000. 


Background of the Income Tax 


In 1918, 4,425,000 personal income tax 
returns were filed. This represented 4.2 per 
cent of the population. These taxpayers re- 
ported incomes amounting to $15,925,000,000. 
In 1942, 35,973,000 filed returns. They com- 
prised 26.9 per cent of the population with net 
capital income amounting to $79,878,000,000. 
In 1945, 42,891,000, or 30.7 per cent of 
the population, filed returns upon which 
$18,265,000,000 was paid. This meant, ob- 
viously, that a very large percentage of 
income receivers was being reached. 


Post-World War | Taxation 


The war having been won, the American 
people, with memories of the hectic years 
and of all their inconveniences, sacrifices 
and tragedies fresh in their minds, turned 
in 1920 to the Republican Party and Mr. 
Harding, who promised tax revision “to 
lower the cost of living, restore business 
confidence and stimulate enterprise.” 


Notwithstanding the fact, as observed by 
Randolph Paul, that the number reporting 
incomes of from $10,000 to $40,000 per year 
rose from 120,000 in 1914 to approximately 
192,000 in 1919, while the number reporting 
between $40,000 and $100,000 per annum 
increased from 8,300 to nearly 22,000, with 
some 42,000 millionaires at the close of the 
war, the newly elected leaders, whose hands 
were greatly and persistently strengthened 
by the newly appointed Secretary of the 
Treasury, the wealthiest of the wealthy, Mr. 
Andrew Mellon, proceeded vigorously to 
lower the rates on incomes, to cripple if not 
to abandon the estate levies and to eliminate 
entirely the excess profits taxes. Mr. Mellon, 
continuously supported by President Coolidge, 
never weakened in his tax philosophy of 
lower rates on the upper brackets and the 
elimination of the “obnoxious” federal estate 
and gift taxes. Seemingly, as pointed out 
by Randolph Paul, the President and Secre- 
tary Mellon carried the idea that the pros- 
perity of the masses depended upon the good 
fortune and the light taxation of the rich. 


Whether or not you and I agree with this 
thesis, the excess profits tax was repealed 
in 1921, the gift tax was discarded, the rates 
on estates were reduced with the reductions 
retroactive to 1924, and the normal tax rate 
on incomes was lowered to five per cent in 
1926. In 1928 the maximum surtax rate was 
brought down to twenty per cent. In the 
Revenue Act of 1921, the maximum had 
been reduced from sixty-five per cent to 
fifty per cent, while the levy on corporate 
income was increased from ten per cent to 
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12% per cent. Between 1919 and 1928, seven 
income tax reductions were made. 


The wisdom or lack of wisdom of the fed- 
eral tax philosophy of the 1920’s must be 
evaluated in the light of the heavy war debt 
and of subsequent events. (Parenthetically, 
it might be observed that we may do well 
to judge the tax policy of the Eightieth Con- 
gress, when our national debt totaled over 
$252 billion, in the light of the pattern of 
the decade following World War I.) 


President Coolidge, in opposing high levies 
on incomes and inheritances, observed: “If 
we are to adopt socialism, it should be pre- 
sented to the people of this country as 
socialism and not under the guise of a law 
to collect revenue.” 


Revenue Act of 1928 


The Revenue Act of 1928, the fourth 
which called for post-World War I reduc- 
tions and the last in the administration of 
Mr. Coolidge, made no changes in the per- 
sonal income tax rates, though the twenty- 
five per cent credit on earned incomes was 
raised from $25,000 to $30,000. The levy on 
corporate income was lowered from 13% 
per cent to twelve per cent, and for the 
smaller corporations the deductible credit 
was increased from $2,000 to $3,000. The 
productive three per cent levy on the manu- 
facturers’ price of passenger automobiles 
was discarded; and although Mr. Mellon 
and the conservative Republican congress- 
men fought for the repeal of the estate tax, 
it was retained. William R. Green, then 
chairman of the Ways and Means Com- 
mittee, characterized the fight to eliminate 
the estate tax as “the most extraordinary, 
highly financed propaganda for a selfish 
purpose ... that has ever been known in 
the whole history of this country.” Mr. 
Mellon, with the approval of President 
Coolidge, strongly urged that the whole field 
of inheritance taxation be left to the states. 


Surely the wiser fiscal policy (and I so 
taught my students at the time) would have 
been, in contrast with the Mellon-Coolidge 
policy, to retain the higher tax rates while 
the tide of prosperity was high and with 
the resulting surpluses to reduce the debt 
far more than it was reduced and thus 
steadily to cut down the annual carrying 
charge. This, in turn, probably would have 
reduced the rate of interest on the bonds 
necessary to take care of the refunding 
operations. 
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Depression Deficits 


When Mr. Hoover became President, he 
retained Mr. Mellon as Secretary of the 
Treasury, and thus placed his stamp of 
approval upon the philosophy of taxation 
which had dominated federal fiscal policy 
throughout the previous eight years. In 
the course of time, however, when the eco- 
nomic picture changed, and instead of the 
promised increased prosperity, with only 
the high peaks of progress to be scaled be- 
fore reaching the zenith, we were faced with 
disappearing values, shrinking incomes, 
widespread unemployment and federal deficits, 
the fiscal situation called for a different 
philosophy, or at least for different treat- 
ment. Mr. Mellon was confronted for the 
first time with a deficit instead of heavy 
surpluses. As a matter of fact, the deficits 
in the Hoover term of office totaled, for 
the fiscal years 1931, 1932 and 1933, approxi- 
mately $6 billion. In the year 1932, with fed- 
eral expenditures amounting to $4,741,000,000, 
we had a deficit of $2,735,000,000. In the fol- 
lowing year the amounts were $4,681,000,000 
and $2,602,000,000, respectively. 

The Secretary of the Treasury, though 
never surrendering his tax philosophy and 
continuing to doubt the efficacy of the in- 
come tax, did recommend increases in both 
the surtax and the normal tax rates and 
such revision as would call for greatly in- 
creasing the number to be reached. Promi- 
nent leaders of the party in power clamored 
for a sales tax, and President Hoover advo- 
cated a manufacturers’ excise tax, exempting 
food and clothing. 


The bill that became law in June, 1932, in- 
creased both the normal tax and surtax rates 
on personal income, doubled the estate tax 
rates, restored the gift tax (discarded in 
1926) and slightly increased the corporate 
income rates, but did not include a manu- 
facturers’ excise tax or a sales tax of any 
wide application. Before this blow to his 
deeply ingrained philosophy, Mr. Mellon 
had been shifted from the Treasury port- 
folio to the ambassadorship to the Court of 
St. James. 


Evasion and Avoidance 


In the face of the failure of the postwar 
twelve-year period to check the economic 
disaster or to stabilize our economy by strict 
parsimony, balanced budgets and tax reduc- 
tion and elimination, the American people 
in 1932 turned to new leadership. The de- 
mand for action to check the ravages of 
the depression was in the air, and a different 
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fiscal policy and tax philosophy were in- 
augurated. The Revenue Act of 1934 was 
the first significant tax act under the New 
Deal. One of the main problems with which 
the new laws came to grips was the preven- 
tion of tax avoidance and evasion in order 
to increase the revenues and to reach more 
effectively those of great wealth and high 
incomes who had, by sundry and devious 
ways, escaped through the net of the tax 
gatherer. 


It must be clearly understood that tax 
payment is evaded through violation of the 
law, while escape through tax avoidance 
must be within a valid interpretation of the 
law. Although avoidance is achieved legally, 
it must be admitted that revenues will suffer 
and that other objectives sought by the law- 
makers may be defeated through their in- 
ability to anticipate all the avenues of escape 
revealed to those trained to discover them. 
Hence, our government should be in a posi- 
tion to offer such rewards for its servants, 
especially for those in the revenue area, as 
will attract the highest skill. If the roads 


to avoidance are available or known to some 
and not to others, or if they beckon the 
large revenue receivers only, unforeseen in- 
equities will result, and some taxpayers will 
be called upon to contribute more. We must 
not forget that even though there are glaring 


cases of tax evasion, the great bulk of our 
people are, we are convinced, honest in their 
income tax returns. Avoidance of taxpaying, 
however, has been and will continue to be 
an alluring challenge commanding the shrewd- 
est minds and the sharpest eyes. If our 
income tax laws are complicated, they are 
so because our economy is extemely com- 
plex. Hence, it is well nigh impossible to 
make provisions in the law to take care of 
the multitude of possibilities. Indeed, I be- 
lieve, one of the major concerns in tax 
administration in recent years, especially in 
the 1930’s, has been to eliminate more and 
more the possibility of tax avoidance, and 
to wage a vigorous campaign against eva- 
sion. For the most part, the latter efforts 
have been well rewarded. 


The outstanding avenue of tax avoidance 
today—and in my judgment it ought to be 
eliminated—is through tax-exempt securities. 


Schultz and Harris list the other methods 
of tax avoidance according to three basic 
types: (1) short-circuiting the flow of in- 
come, defined in broadest terms as ex- 
penditure or investment so that it does not 
appear as realized income to the taxpayer, 
or so that it can receive the favorable treat- 
ment accorded capital gains; (2) establish- 


Background of the Income Tax 


ing fictitious deductions; and (3) fractioning 
a large income among a number of recipients 
so that high-bracket rates are avoided. 


The onetime avenues of escape through 
incorporation of estates, yachts, racing sta- 
bles and personal talents; through personal 
holding companies; through use of the laws 
of other countries for incorporation; through 
creation of fictitious losses in family trans- 
actions; through the formation of incorporated 
pocketbooks; through multiple trusts and the 
like—all these have been nearly eliminated or 
at least greatly curbed. The success along 
these lines is looked upon by most people 
as a substantial achievement. The late Presi- 
dent Roosevelt, commenting on these steps, 
pointed out that they went far to repel the 
attacks on the “foundations of society” and 
“the decency of American morals.” 


Undistributed Profits 


The progressive levy imposed in 1936, 
which ranged from seven per cent to twenty- 
seven per cent on the undistributed profits 
of corporations, and was supplementary to 
the regular corporate income tax, was re- 
duced in 1938 and—in my opinion wisely— 
repealed in 1939. That the retention of a 
large part or of most of the earnings of a 
corporation affords large stockholders the 
opportunity to avoid personal income tax 
liability is evident, though abandonment of 
the practice may have serious results. The 
present plan may be the most feasible one. 
In accordance with present practice, a pen- 
alty tax is imposed only when seventy per 
cent or more of income after tax is not paid 
out in dividends or reinvested in plant, in- 
ventory or other forms of warrantable 
“plowing back.” The penalty, when imposed, 
calls for 27%4 per cent on “improperly” re- 
tained income under $10,000 and for 38% per 
cent of the excess above that amount. 


World War Il Taxes 


The unprecedented demands for revenue 
necessitated by World War II compelled 
our government to rely heavily upon income 
taxes. This was accomplished by increas- 
ing the normal tax and surtax rates both: 
on corporations and on individuals, by low- 
ering the personal exemptions and by intro- 
ducing the so-called victory tax, which reached 
hosts of small-income receivers of $624 or 
more at a five per cent gross rate less certain 
credits. Our experience with the several reve- 
nue measures in the war period is too vivid 
to call for any detailed account. 
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In the Revenue Act of 1942, the top sur- 
tax rate was increased to eighty-two per 
cent, which, together with the six per cent 
normal tax rate and the five per cent victory 
tax, exceeded ninety per cent, though a ninety 
per cent limitation was incorporated in the 
law. On corporations, the combined normal 
tax and surtax rate was increased from thirty- 
one per cent to forty per cent while the 
maximum excess profits levy was increased 
to ninety per cent, subject to a ten per cent 
postwar refund, and later to ninety-five per 
cent. The personal income tax in the war 
period became truly a mass tax, with 47,919,600 
filing returns and 42,354,500 paying in 1944, 
and with 49,751,000 filing returns and 
42,650,502 paying in 1945. In 1947 over 
fifty-two million filed personal returns, and 
over forty-seven million paid. In 1944 per- 
sonal income tax collections amounted to 
$19,779,000,000. In 1945 the total was 
$19,145,000,000. Corporate profits taxes 
amounted to $14,876,000,000 in 1944 and 
$16,027,000,000 in 1945. 

Of those paying, 94.2 per cent and 93.8 
per cent in 1944 and 1945, respectively, paid 
on adjusted gross incomes under $5,000. In 
1948, ninety-five per cent of those filing 
returns had incomes below $5,000. They 
reported seventy-nine per cent of the in- 
come and paid fifty-one per cent of the 
total yield. 


Revenue Act of 1948 


Under the 1948 individual income tax law, 
the normal tax rate is three per cent and 
the surtax rates range from seventeen per 
cent to eighty-eight per cent. The maxi- 
mum effective rate is seventy-seven per cent 
on'income over $200,000. At no time dur- 
ing the war was the maximum effective rate 
in excess of ninety per cent, and that was 
on income in excess of $200,000. 


Though the rate structure of the personal 
income tax has been pared and exemptions 


have been increased since the war, we shall 
probably never see a return to the prewar 
status. This will probably be true also of 
corporate income levies. Moreover, I am 
inclined to the belief that as the federal 
needs become less, we shall see increased 
reliance by the states upon this source of 
revenue, now used by about two thirds, and 
by cities as well. 


The personal income tax, anchored as it 
is to the cardinal principle of ability to pay, 
productive as it is in this country of large 
and widely distributed incomes, and grounded 
as it is in the philosophy or truism that it 
is applied to a base created to no small 
degree through the cooperation of society, 
is here to stay as the backbone of a sound 
tax system. In the words of an eminent 
writer, “Henceforth this tax will be a major 
factor determining the pattern of American 
economic and social life.” 


Standards of Evaluation 


In closing, permit me to observe with 
Schultz and Harris that a sound evaluation 
of the income tax as the major source of 
the tremendous amounts of revenue demanded 
by our national government necessitates, 
among other considerations, analysis of its 
effect upon the initiative of our people. How 
does it affect savings, and are such effects 
detrimental or beneficial to our economy? 
Has the desire and the ability to “venture” 
investments been checked? Are expend- 
iture policies by the government which, in 
the long run, are truly wasteful encouraged 
and approved by the masses? Are socially 
desirable expenditures held back because of 
the fear of expanding the income tax base? 
What alternative methods of raising revenue 
are available? 


Whatever may be the answers, they will 
not seriously shake our confidence in or 
our dependence upon the income tax in the 


years to come. 


[The End] 


“It is one of the misfortunes of the law that ideas become 
encysted in phrases, and thereafter for a long time cease to provoke 
further analysis.”—Justice Holmes in Hyde v. U. S., 225 U. S. 347. 
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LECTURER: MALVERN B. FINK 
SUBJECT: 


TAX FUNDAMENTALS 
OF LIFE INSURANCE PLANNING 


Mr. Fink, a member of the Florida 
and New York Bars and a Florida 
CPA, is a partner in the firm of 
Rieders & Fink, Jacksonville, Florida 


IFE INSURANCE, because of the 

social need it serves, has long been a 
favorite of the tax law. The 1916 estate tax 
law contained no provision in terms taxing 
life insurance. When, in 1918, a provision 
was inserted in the estate tax law specif- 
ically taxing the proceeds of life insurance, a 
$40,000 specific exemption was granted with 
respect to proceeds payable to beneficiaries 
other than the estate. (Revenue Act of 
1918, Section 402 (f).) This exemption was 
applicable to no asset other than life insur- 
ance proceeds, and remained in the law until 
1942. The provision of the 1918 estate tax 
law specifically taxing life insurance pro- 
ceeds was phrased with “misleading sim- 
plicity,” and for nearly twenty-five years 
the courts and the Commissioner vied with 
each other in interpreting this law in such 
a manner as to permit a great amount of 
life insurance to pass unscathed by the 
estate tax. 


On the income tax side, the very first 
income tax law, the Revenue Act of 1913, 
contained a provision specifically exempting 
from income tax the proceeds of life insur- 
ance paid by reason of death. It also ex- 
empted from tax (Section B) proceeds re- 
ceived on surrender of a policy or maturity 
of an endowment policy during the insured’s 
lifetime to the extent of “payments made by 
or credited to the insured.” These exemp- 
tions have been carried forward into the 
current law with certain qualifications and 
changes hereinafter discussed. 


While the trend has been generally: in 
the direction of plugging loopholes and 


Life Insurance Planning 


cutting down exemptions, it may safely be 
said that life insurance still can be utilized 
in such a manner as to permit wealth to 
pass from one generation to the next with 
a minimum of federal transfer etax burden. 
It can also be utilized to create an incre- 
ment in worth which will never be subjected 
to income tax, such increment representing 
in part interest on the investment element 
of the policy and in part the accretion of 
gain resulting from premature death. 


Traps in Law and Cases 


The benefits accorded to life insurance 
by Congress and the courts are not auto- 
matically secured, and may be lost by 
haphazard action or inaction. Many traps 
lurking in the law and in the cases may 
deprive life insurance of its favored position 
in the absence of careful planning. Three 
cases, selected from different areas of the 
field of life insurance taxation, illustrate 
such traps. 


Case 1. In Alcy Sivyer Hacker [CCH Dec. 
9778], 36 BTA 659 (1937), Mr. Sivyer, the 
father of the taxpayer, had taken out a 
$10,000 insurance policy on his life. Some 
years later, when the cash surrender value 
of the policy was approximately $700, he 
assigned the policy outright to his wife, and 
required that she pay him as consideration 
for the assignment the amount of the cash 
surrender value, i. e., $700. Mrs. Sivyer paid 
subsequent premiums amounting to about 
$900 on the policy. On Mr. Sivyer’s death, 
the taxpayer, as the then beneficiary of the 
policy, received the policy proceeds. The 
Board of Tax Appeals held that the tax- 
payer had realized taxable income in the 
amount of $8,600, i. e., the amount by which 
the policy proceeds ($10,200, including post- 
mortem dividends) exceeded Mrs. Sivyer’s 
payments (i. e., $700 plus $900). The case 
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turned upon the payment of the surrender 
value by Mrs. Sivyer to Mr. Sivyer. This 
payment constituted a valuable considera- 
tion for transfer of the policy, and the stat- 
utory provision exempting the proceeds of 
life insurance payable by reason of the death 
of the insured is inapplicable to policies 
which have been transferred for a valuable 
consideration. (Code Section 22 (b) (2) 
(A).) The thought naturally arises: Would 
Mr. Sivyer have required the $700 payment 
from his wife had he known that this step 
would cause $8,600 of the insurance pro- 
ceeds to be subjected to an unnecessary 
income tax? 


Case 2. In Goodman v, Commissioner, [46-1 
ustc § 10,275], 156 F. (2d) 218 (CCA-2, 
1946), Mrs. Goodman took out insurance 
policies on her husband’s life in the amount 
of $500,000, and transferred them to a 
funded trust. The policies were payable to 
her three children and her sister-in-law. 
Mrs. Goodman retained the right to revoke 
the trust during the lifetime of her husband. 
Mr. Goodman died at a time when the policy 
reserve value was a little more than 
$100,000. The Tax Court and Circuit Court 
of Appeals held that Mrs. Goodman, by 
virtue of Mr. Goodman’s death, had made 
a taxable gift to her children and her sister- 
in-law in the amount of the entire policy 
proceeds of $500,000. The reasoning was 
that she had held the string of revocability 
too long, and that when she released it, she 
released the $500,000 policy proceeds rather 
than the $100,000 reserve. Again the 
thought arises: Would Mrs. Goodman have 
retained the right of revocation had she 
known that it would cause her to be taxed 
on a gift in the amount of $500,000 rather 
than some considerably lesser figure repre- 
senting the premiums paid? 


Case 3. This case is a hypothetical one, 
but is based upon facts frequently evidenced 
in the cases.2 Mrs. A anticipates inheriting 
from her husband the stock of a closely 
held corporation. However, being fearful 
that the stock may have to be sacrificed on 
his death to pay off debts of his estate, she 
takes out an insurance policy of $100,000 
on his life, and places the policy in a funded 
trust. The trust instrument requires the 
trustee to use the policy proceeds. to pay off 
the debts of Mr. A’s estate, and they are 
so used on Mr. A’s death. Mrs. A, through 
the insurance, has achieved her object of 
obtaining the stock free and clear of Mr. 


1E.g., John Bromley et al., Executors [CCH 
Dec. 5319]. 16 BTA 1322 (1929): Mathilde B. 
Hooper et al., Administrators [CCH Dec. 10,965], 
41 BTA 114 (1940). 
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A’s debts. However, she has subjected the 
insurance to an estate tax in Mr. A’s estate, 
even though he never owned the policy 
and never paid a premium thereon. This 
result obtains because insurance receivable 
by or “for the benefit of” the insured’s estate 
is taxable to the estate without regard to 
any other test of taxability. Proceeds ap- 
plied to meet debts of the estate are applied 
“for the benefit of” the estate. (Regulation 
105, Section 81.26 ; Code Section 811 (g) (1).) 
Mrs. A could have accomplished the objec- 
tive which she sought by provision that the 
proceeds should be used to buy up the assets 
of Mr. A’s estate, in which case there would 
be no ground for taxing the insurance to 
the estate. 


These three cases, illustrating, respec- 
tively, income, gift and estate tax traps 
lurking in the tax law relating to life insur- 
ance, point up the necessity of a thorough 
comprehension of the governing tax prin- 
ciples and careful application of those prin- 
ciples to each case. 


Estate Tax Principles 


It has been pointed out that the proceeds 
of life insurance receivable by or for the 
benefit of the estate of the insured are sub- 
ject to estate tax in his estate. In order 
for proceeds payable to beneficiaries other 
than the estate to be free of estate tax to 
the insured’s estate, it is requisite (Code 
Section 811 (g) (2)), since the 1942 Act, 
(1) that the insured have no incident of 
ownership in the policy at death, either 
alone or in conjunction with any other per- 
son; and (2) that the insured not pay the 
premiums or other consideration for the 
policy directly or indirectly. 


These prerequisites will be considered in 
the order stated. 


Incident-of-Ownership Test 


If the insured has. any incident of owner- 
ship in the policy at death, either alone or 
in conjunction with any other person, the | 
proceeds will be taxable to his estate. The 
Regulations define the term “incident of 
ownership” broadly to include the right to 
change the policy beneficiary, to make or 
revoke an assignment of the policy, and to 
surrender, pledge or borrow on the policy. 
(Regulations 105, Section 81.27 (b).) 


The statute provides that a reversionary 
interest is not an incident of ownership for 
purposes of this test. However, if the in- 
sured assigns the policy and reserves a 
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reversionary interest, the Bureau position 
is that the policy proceeds are taxable 
under Code Section 811 (c) as a transfer 
taking effect in possession and enjoyment at 
death. (Regulations 105, Section 81.25, 
81.27 (a).) The statutory provision is thus 
largely nullified, insofar as it results merely 
in the proceeds being taxed under Section 
811 (c), relating to imter-vivos transfers 
generally, rather than under Section 811 (g), 
relating specifically to life insurance. 


It is distinctly preferable that the inci- 
dents of ownership in the policy be vested 
in one other than the insured from the very 
inception of the contract. Once the inci- 
dents are vested in the insured, any attempt 
to divest the insured thereof raises a multi- 
tude of problems. The policy may have 
accumulated a substantial reserve value, 
thereby subjecting any proposed transfer 
of the policy to gift tax. (Regulations 108, 
Section 86.2 (a) (8).) Nor does such trans- 
fer necessarily eliminate the estate tax. To 
the extent that the insured paid premiums 
prior to the transfer, the proceeds are still 
taxable to his estate under the “premium” 
test. Furthermore, the transfer is subject 
to attack as a transfer in contemplation af 
death, and life insurance is particularly 
vulnerable to this charge. If the insured 
exacts a consideration for the transfer of 
the policy in order to minimize or eliminate 
gift and estate tax problems,’ the policy 
proceeds become potentially subject to 
income tax, as in the Hacker case. If these 
interrelated dangers are sufficiently serious, 
it may prove desirable, despite probable 
financial loss, to abandon the contemplated 
transfer, and to have the beneficiary take out 
a new policy on the life of the insured, if 
he is still insurable. The old policy may 
be surrendered or converted into paid-up 
life insurance. 


Premium Test 


If the insured pays any portion of the 
premiums or other consideration for the 
policy, directly or indirectly, then the pro- 
ceeds are taxable to his estate in the pro- 
portion of such premiums and consideration 
to the total premiums, even though he has 
no incident of ownership in the policy at 
death. However, if he had no incident of 


2A transfer of a policy for a consideration 
in money or money’s worth reduces the pre- 
miums assignable to the insured under the 
premium test in the ratio which the consid- 
eration bears to the value of the policy. Code 
Section 811 (g) (2). If the transfer involves 
no element of gift, the insured’s estate is totally 
relieved of estate tax liability under the pr 
mium test. Code Section 811 (g) (3). : 
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ownership after January 10, 1941, premiums 
paid on or before that date will not be 
attributed to him for purposes of the pre- 
mium test.* 


The question as to when a premium has 
been paid “indirectly” by the insured is 
essentially a factual one. The mere fact 
that the origin of the funds used to pay 
the premium can be traced to the insured 
is not alone sufficient to make the premium 
payment an “indirect” payment by the in- 
sured. Thus, in Estate of John E. Cain 
[CCH Dec. 11,730], 43 BTA 1133 (1941), 
the fact that a wife’s entire separate estate 
had come from her husband did not compel 
a finding that the wife’s payment of a 
premium upon her husband’s life was an 
“indirect” payment by him. At the same 
time, Regulations 105, Section 81.27 (a), 
specifically state that the insured may pay 
a premium indirectly even. thoygh the pay- 
ment cannot be traced back to the precise 
funds given to the wife. 


The test would seem to be one of pur- 
pose. A number of factors are of impor- 
tance as evidencing purpose. The time 
element is certainly of importance. The longer 
the time between the insured’s gift to his 
wife and her payment of the premium, the 
less likelihood there is that the premium 
will be held to be an indirect payment by 
the insured. The pattern of transactions 
between the insured and his wife is also 
significant. If the insured has been in the 
habit of making gifts to his wife which are 
entirely unrelated to life insurance, a gift 
conforming to that pattern but utilized by 
her to pay a premium on his life would run 
less risk of being held an indirect payment 
by him. Where, however, the husband 
makes a gift to his wife with the purpose 
and upon the understanding that this gift is 
to be a source of funds for the payment of 
insurance premiums upon his life, the con- 
sequent payment of premiums by her would 
seem to be an indirect payment by him, even 
if in fact she deliberately uses funds from 
her own separate estate for the payment. 


Funded Trust 


It thus appears that insurance proceeds 
payable to others than the estate will be ex- 
cluded from the insured’s taxable estate if 
he does not pay premiums on the policy 
and has no incident of ownership on the 


3 Revenue Act of 1942, Section 404 (c). For 
purposes of this provision, a reversionary in- 
terest is an incident of ownership. JTstate of 
Herman D. Brous [CCH Dec. 16,330], 10 TC 
597 (1948). 
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policy at death. But elimination of the 
estate tax to the insured’s estate is not 
necessarily the ultimate in estate tax minim- 
ization.* It may be desired to eliminate 
estate taxes on the insurance for an entire 
generation or even longer. For this pur- 
pose, a funded trust, the income of which 
will be used for premium payments, is a 
device to be considered. Such a trust 
created by the insured is not generally 
desirable. The income of the trust used 
for the payment of premiums remains tax- 
able to the insured under Code Section 167 
(a) (3); therefore, it is probable that the 
insurance proceeds will be taxed ‘to his es- 
tate on the ground that he has indirectly 
paid the premiums. (Regulations 105, Sec- 
tion 81.27 (a) But compare Helvering v. 
Reybine [36-1 ustc J 9220], 83 F. (2d) 215 
(CCA-2, 1936).) 


If the insured’s wife is the beneficiary of 
the policy, and if she sets up the trust, the 
income applied to the payment of premiums 
is taxable to her under Code Section 167 
(a) (1), on the ground that it is being ac- 
cumulated for her benefit.’ No estate tax 
is incurred upon the husband’s death, but 
the proceeds thereupon become payable to 
the wife. Unless the proceeds are dissipated 
or transferred by her during her remaining 
lifetime, they will be taxable to her estate, 
so that the insurance will not have been 
wholly freed from estate tax within the 
generation. 


However, if the wife is willing and able 
to fund a trust to insure her husband’s life 
and to make the children the beneficiaries 
of the policy, estate taxes on the insurance 
investment and proceeds are eliminated for 
the full generation. The income of the trust 
is taxable to the trustee, if the trust is irrev- 
ocable and no Clifford factors are present.® 
On the husband’s death, there is no estate 
tax, as he had none of the incidents of 
ownership in the policy and did not pay the 
premiums. Should the wife predecease the 
husband, her taxable estate would not in- 
clude the value of the insurance policy as 
long as the trust was irrevocable and not 
testamentary in character. Furthermore, by 
the trust device, she has created a source 
for financing premium payments after her 
death. Without the trust fund, it might 


4If the insured is married, one half of in- 
surance proceeds otherwise taxable to his es- 
tate can be eliminated from his taxable estate 
merely through appropriate use of the marital 
deduction. 

5 Phips v. Helvering [41-2 ustc { 9788], 124 
F. (2d) 288 (CA of DC, 1941). 

®Tucy A. Blumenthal [CCH Dec. 8543], 30 
BTA 591 (1934). 


become necessary for the husband to 
assume the payment of premiums after the 
wife’s death, thereby rendering the policy 
proceeds partially taxable upon his death. 
The wife must, of course, pay gift tax upon 
transfer of the initial fund to the irrevocable 
trust. She is not subject to gift tax, how- 
ever, upon the trust income applied to 
premium payments or upon the insurance 
proceeds paid to the children. 


A plan of this nature, which can be 
elaborated upon and further projected, is 
well along the path to attainment of the 
ultimate in tax minimization through life 
insurance. The funds invested in the policy 
by way of premiums, and emanating from 
the policy by way of death proceeds, pass 
free of estate and gift taxes for the full 
generation. The gift tax is limited to the 
basic fund, and does not reach the income 
of the fund applied to premium payments 
or the death proceeds derived from those 
premium payments. Income taxes upon the 
income utilized for premium payments are 
minimized through the creation of a sep- 
arate taxpayer, i. e., the trust, to receive 
such income. 


Proceeds Payable 
During Insured’s Life 


Certain income tax-saving considerations 
are particularly applicable to the proceeds 
of life insurance payable during the in- 
sured’s lifetime. It is clear that amounts 
received on surrender of a policy or upon 
maturity of an endowment are ordinary in- 
come to the recipient, to the extent that 
such proceeds exceed the premiums paid.’ 
Therefore, in cases where surrender or 
maturity are in sight, consideration might 
be given to a sale of the policy for the pur- 
pose of converting what would otherwise 
be ordinary income into capital gain.” 


An even more assured method of tax ad- 
ministration is the election of one of the 
installment optional settlements provided by 
the policy. By way of example, it may be | 
assumed that the insured has paid $15,000 
in premiums on a $20,000 endowment policy, 
which is about to mature. If he takes the 
proceeds in a lump sum, or elects to leave 
them with the company at interest, he 
realizes immediate ordinary income in the 


7 Avery v. Commissioner [40-1 ustc { 9405], 
111 F. (2d) 19 (CCA-9, 1940); G. C. M. 18233, 
1937-1 CB 147. 

8 Cf. Jules J. Reingold [CCH Dec. 11,868-B], 
BTA memo. op. (1941); W. P. Hobby [CCH 
Dec, 13,581], 2 TC 980 (1943). 
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amount of $5,000.° But suppose he elects 
to take an annuity with a twenty-year term 
certain, and that the annual payment to 
which he thus becomes entitled is $1,450. 
The immediate tax on the $5,000 gain is 
eliminated. (I. T. 3402, 1940-2 CB 57; 
G. C. M. 22519, 1941-1 CB 330.) Under the 
applicable three per cent annuity rule, only 
$450 of each annual installment (i. e., three 
per cent of $15,000) is taxable, the remain- 
ing $1,000 being received tax free until the 
entire $15,000 of premiums paid have been 
returned tax free, i. e., until the fifteenth 
annual payment has been made. (I, T. 3413, 
1940-2 CB 58.) Or if the insured elects to 
receive a fixed number of installments not 
predicated upon any lifetime—say, $1,500 
per year for twenty years—the entire annual 
payment is taxfree until the premium cost 
has been fully returned, i. e., until the tenth 
annual payment has been made.” 


It will be recognized that the tax- 
Minimization feature of such elections is 
predicated primarily upon tax deferment. 
A tax payable ten or fifteen years hence is 
less costly than a similar tax payable today. 
Furthermore, the usual probability is that 
an insured making such election, par- 


‘ticularly under a matured policy, will be 


in a lower tax bracket some years hence 
because of decreased earning capacity. 


Proceeds Payable 
upon Insured’s Death 


The general statutory rule is that the 
proceeds of life insurance payable by reason 
of the death of the insured are not subject 
to income tax. (Code Section 22 (b) (1).) 
This rule is applicable to the various avail- 
able optional installment settlements, whether 
the settlement election is made by the in- 
sured prior to death or by the beneficiary 
thereafter." Thus, the lump-sum death 
benefit payable under the policy may be 
$50,000, but the beneficiary may elect to 
take a lifetime annuity of $3,000 with twenty 
years’ payments guaranteed. Since the 
beneficiary or his appointees will receive a 
minimum of $60,000, an interest increment 
on the deferred payments obviously is in- 
cluded.—Nevertheless, this increment is free 
of income tax. If, however, the beneficiary 





®» Blum v. Higgins [45-2 ustc { 9343], 150 F. 
(2d) 471 (CCA-2, 1945) (proceeds held at in- 
terest). 

10 Regulations 111, Sections 29.22 (b) (2)-1 
and 29.22 (b) (2)-2, as amended by T. D. 5684, 
effective February 13, 1949: George H. Thorn- 
ley [CCH Dec, 13,301], 2 TC 220 (1943). 

1 Regulations 111, Section 29.22 (b) (1)-1, as 
amended by T. D. 5515, effective May 16, 1946. 
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elects to leave the proceeds with the com- 
pany at interest, so that the periodic pay- 
ments do not deplete the principal fund, 
the interest is taxable to him.” 


The principal exception to the statutory 
exemption of insurance proceeds payable 
upon death relates to policies transferred 
for a valuable consideration. (Code Section 
22 (b) (2) (A).) The theory of the excep- 
tion seems to be that when the investment 
feature of the contract becomes paramount 
to the insurance feature, as in the case of 
a transfer for consideration, the gain on the 
investment should be taxable as in the case 
of other investment gains. 


In the Hacker case, supra, the taxpayer 
argued that the “transfer-for-consideration” 
rule should not apply to transfers to per- 
sons having special claims upon the bounty 
of the insured. However, the Board held 
that the statute was too clear on its face 
to permit exclusion of intrafamily transfers 
from its scope. It is interesting to consider 
whether the Bureau and the courts will 
press the Hacker case a step further. In 
that case, the husband received the $700 
cash surrender value from the wife. Sup- 
pose that, instead, he had borrowed the 
$700 from the insurance company upon the 
policy, and had then transferred the policy 
to his wife subject to the loan. His posi- 
tion would be the same, whether he ex- 
tracted the cash surrender value from his 
wife or from the company. The wife’s posi- 
tion would also be substantially similar; 
while she would not in fact have paid her 
husband directly, she would be obligated for 
interest on the insurance loan if she desired 
to keep the policy alive, and ultimately 
would have to pay the principal of the loan. 


Will the courts hold that any transfer 
of a policy subject to loan is a transfer 
for a valuable consideration? In the very 
recent case of Grace R. Maxson Hall [CCH 
Dec. 16,874], 12 TC —, No. 60 (1949), the 
Tax Court held that a beneficiary’s dis- 
charge of life insurance loans after the death 
of the insured constituted a pro tanto ac- 
quisition for a valuable consideration. If 
this doctrine holds, it may well be extended 
to transfers prior to the death of the in- 
sured. Another case fairly close to the 
point is Spokane Dry Goods Company [CCH 
Dec. 13, 137(M)], 1 TCM 921. There the 
petitioner purchased all the assets of an 
insolvent interrelated company in a bulk 
purchase. One of those assets was a life 
insurance policy, which was taken over a 





2U, §. v. Heilbroner [38-2 ustc { 9610], 100 
F. (2d) 379 (CCA-2, 1938). 
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valuation of zero because the loans on the 
policy were equal to the cash surrender 
value. When the insured died, the proceeds 
of the policy were held taxable to the peti- 
tioner to the extent that they exceeded the 
petitioner’s premium payments and insur- 
ance loan repayments, the theory being that 
the petitioner had acquired the policy for 
a valuable consideration.” 


It would seem that proper planning in 
cases like the Spokane Dry Goods Company 
case might avoid the income tax. It might 
be possible to keep the affiliate alive to 
hold and collect the insurance tax-free. Or 
it might be possible to mold the convey- 
ance into a tax-free transfer in which the 
basis of the insurance policy to the trans- 
feree would be deetrmined by reference to 
its basis in the hands of the transferor. In 
such cases, the law specifically provides that 
the “transfer-for-value” rule will not apply, 
and the policy proceeds thereby retain their 
exemption. (Code Section 22 (b) (2) (A); 
Regulations 111, Section 29.22 (b) (2)-3.)™* 


One type of transaction which frequently 
involves the transfer of life insurance for 
a valuable consideration is the taxable 
corporate liquidation. Corporations fre- 
quently carry insurance on the lives of 
officers or stockholders. The transfer of 
such insurance to stockholders in the course 
of a corporate liquidation is a transfer for 
value, the consideration paid being the 
stockholder’s investment in his stock.” 
Thought should be given in such cases to 
transferring to each stockholder the policy 
upon his own life, because the Bureau has 
ruled in I. T. 3212, 1938-2 CB 65, that an 
insured may acquire for value a policy on 
his own life without rendering the policy 
proceeds subject to income tax. Of course, 
acquisition of incidents of ownership in the 


% The court stressed the fact that a life in- 
surance policy may have a value in excess of 
the cash surrender value. U. S. v. Ryerson 
[41-1 ustc 7 10,014], 312 U. S. 620 (1941). ' The 
bulk purchase therefore included an acquisition 
of this equity for a valuable consideration. If 
such equity should be transferred by gift, 
quaere the possible applicability of the clause 
of Code Section 22 (b) (2) (A), which excludes 
from the category of transfers for a valuable 
consideration a transfer of a policy having ‘‘a 
basis for determining gain or loss in the hands 
of a transferee determined in whole or in part 
by reference to such basis . . . in the hands of 
the transferor.’’ 

4Cf. James F. Waters, Inc. [47-1 ustc J 9196], 
160 F. (2d) 596 (CCA-9, 1947) (exemption of 
proceeds inapplicable where transferor was 
transferee for value). 


1% Charles H. Lambeth [CCH Dec. 10,403], 38 
BTA 351 (1938). 
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policy by the insured renders the proceeds 
potentially subject to estate tax in his es- 
tate, so that estate tax dangers must be 
weighed against income tax dangers. 


Employer-Employee Relationships 


Employers frequently carry insurance 
upon the lives of valuable employees. 
Where the employer is the owner and bene- 
ficiary of the policy, which is intended to 
indemnify him for the loss of a key man, 
the tax problems are not complex. The 
employer may not deduct the premium, as 
such deduction is specifically prohibited by 
Section 24 (a) (4) of the Code. The death 
proceeds are not taxable income to the em- 
ployer. No tax problems are created for 
the employee or his estate, as the employee 
has no interest in the policy whatsoever. 


Often the employer will carry a policy 
on the employee’s life for the benefit of the 
employee and his family, with a view to 
promoting better employer-employee rela- 
tionship. Where the employee is given the 
incidents of ownership in such a policy, the 
employer may deduct the premium as addi- 
tional compensation to the employee, if it 
does not transgress the bounds of reason- 
ableness. (G. C. M. 8432, IX-2 CB 114.) 
The employee is correspondingly taxable 
upon the premiums paid.” In the case of 
group insurance, however, the Regulations 
contain a provision specifically exempting 
the premiums from taxability to the em- 
ployee. (Regulations 111, Section 29.22 
(a)-3.) The employee’s estate is subject to 
estate tax on the insurance proceeds under 
both the incidents-of-ownership and the 
premium tests.” 


Can the employee utilize such life insur- 
ance as a method of deferring his receipt 
of taxable income? Generally, life insur- 
ance is not a satisfactory tool for such pur- 
poses. Even where life insurance is 
purchased by an employees’ trust duly 
qualified under Section 165, the general 
principles of deferment of income to the - 
employee are inapplicable and the employee 
is immediately taxed upon the premium 
payments if his interest in the insurance 
is nonforfeitable. (Regulations 111, Section 
29.165-6.) 


However, if the employee is willing to 
accept a forfeitable right to future compen- 


1% Commissioner v. Bonwit [37-1 ustc { 9104], 
87 F. (2d) 764 (CCA-2, 1937). 

7 Cf, Judson C. Welliver Estate [CCH Dec. 
15,567], 8 TC 165 (1947) (group insurance). 
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sation, and if the employer is willing to 
defer his deduction, a deferred compensa- 
tion plan may be used and implemented’ by 
life insurance. Thus, X, the president of 
a corporation, sixty years of age, is receiv- 
ing a salary of $75,000 per year. He realizes 
that an additional $25,000 per year will 
mean little to him because of his high tax 
brackets.» He therefore enters into a con- 
tract with the corporation under which it 
is agreed that if he remains with the cor- 
poration until he is sixty-five years of age, 
when he plans to retire, the corporation will 
pay him (or his widow, should he there- 
after die) a pension of $25,000 a year for 
five years. It is further agreed that should 
he die before reaching sixty-five, the pension 
will be accelerated and payments to the 
widow commenced immediately. 


The corporation thereupon takes out in 
its own favor a five-year $125,000 endow- 
ment policy on X’s life. If X lives to be 
sixty-five, the policy matures as an endow- 
ment and the corporation has a fund with 
which to finance the required pension pay- 
ments. If he dies prior to reaching the age 
of sixty-five, the policy matures as a death 
claim without income tax consequences to 
the corporation, and again the necessary 
fund is available to pay the widow’s pen- 
sion. In either event, the corporation must 
defer its deduction until it actually makes 
the pension payments. Correspondingly, X 
or his widow need report the $25,000 annual 
pension payments only as received. From 
X’s point of view, a considerable tax saving 
is involved, as the pension will be taxed in 
years when it will not be pyramided on top 
of a salary income of $75,000. 


Partnership-Interest 
or Stock-Purchase Plans 


A business function well served by life 
insurance is the funding of partnership-in- 
terest or stock-purchase plans. In the case 
of partnerships and close corporations, there 
is a real necessity that a liquid cash fund be 
available on the death of a partner or stock- 
holder to pay out his interest. From the 
estate’s point of view, such a fund is de- 
sirable because there will be debts and taxes 
to pay at death, and lack of liquidity might 
necessitate a sacrifice disposition of the busi- 
ness interest. From the survivors’ view- 
point, such a fund is desirable so that 
inactive estates and widows may be bought 
out and thereby eliminated from interfer- 
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ence in partnership or corporation affairs 
and management. 


The insurance plan generally used to fund 
the option or buy-and-sell agreements is the 
cross-purchase plan. A takes out $100,000 
of insurance on B’s life, payable to A, and 
pays the premiums thereon. B similarly 
insures A’s life for B’s benefit. If A dies, 
B receives insurance proceeds in the amount 
of $100,000, which can be used to buy up 
A’s interest in the business. This insurance 
is not subject to estate tax in A’s estate. 
A had no incident of ownership in the policy 
on his life; nor did he pay the premiums 
thereon. At one time, there was some fear 
that the Bureau might take the position that 
since A was paying the premium on B’s life, 
and B was paying the premium on A’s life, 
A would be considered to be making an in- 
direct payment of premium on his own life. 
However, a ruling published in 1947 (Press 
Memorandum, November 24, 1947) indi- 
cates, at least in spirit, that the Bureau will 
not attempt to tax both the insurance pro- 
ceeds and the value of the business interest 
to A’s estate. 


Under a variation of this plan, each party 
takes out $100,000 of insurance on his own 
life, payable to his own estate. The agree- 
ment provides that the insurance shall be 
applied against the basic purchase price. 
Thus, if on A’s death his stock or partner- 
ship interest is valued at $150,000 under 
the agreement, his executors will receive 
$100,000 ot insurance proceeds and a $50,000 
payment from B for the interest which B 
takes over. In Estate of John T. H. Mitchell 
[CCH Dec. 9902], 37 BTA 1 (1938), the 
Board of Tax Appeals adopted a rule under 
which A’s estate is subjected to estate tax 
on the $100,000 of insurance proceeds, but 
whereby the stock or partnership interest 
is taxed at a value of only $50,000 rather 
than $150,000. Since the Bureau has ac- 
quiesced in the Mitchell case (1938-1 CB 
20), there is now little danger that A’s estate 
will be subjected to a double tax, i. e., on 
$100,000 of insurance proceeds and on 
$150,000 of stock or partnership values. 


A more serious defect in this variation 
of the usual plan lies in the income tax 
position of the survivor. In Paul Legallet 
[CCH Dec. 10,995], 41 BTA 294 (1940), 
the principle was established whereby B’s 
basis for the interest purchased from A is 
only $50,000, i. e., the actual cash paid by B, 
the insurance proceeds not being taken into 
account. In the case of a partnership, the 
tax consequences could be disastrous. Sup- 
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pose, for example, that A and B are equal 
partners in a partnership having no asset 
other than inventory with a cost and’ fair 
market value of $300,000, and that B’s one- 
half interest prior to A’s death has a basis 
of $150,000 to him. Upon A’s death, B finds 
himself in the unfortunate tax position of 
possessing an inventory having a fair mar- 
ket value of $300,000 and a tax basis of 
only $200,000, with a potential, immediately 
taxable income of $100,000 if he sells the 
inventory at merely its actual cost to the 
partnership. 


Entity-Purchase Plan 


In the case of a corporation, another 
variation of the basic stock-purchase plan 
deserves special consideration. This is the 
entity-purchase plan, whereby the corpora- 
tion undertakes to purchase the stock- 
holder’s stock at death, and takes out insur- 
ance on his life to finance the purchase. 
The principal merit of the plan lies in its 
reduction of the effective insurance premium 
cost. Quite frequently stockholders find 
themselves unable to finance the substan- 
tial insurance premiums required to fund 
a stock-purchase agreement. If the stock- 
holder is already drawing the maximum 
salary deductible by the corporation, it may 
be necessary for him to take, say, a $15,000 
dividend from the corporation and pay a 
$10,000 income tax thereon in order to pro- 
vide the $5,000 required to pay the insur- 
ance premium. However, if he can transfer 
the burden of the premium payment from 
himself to the corporation, the premium can 
be financed with $5,000 instead of $15,000 
of corporate money. 


The entity-purchase plan represents sev- 
eral problems. The legality of the plan de- 
pends upon state law. In most states a 
corporation may buy in its own stock from 
surplus, and the insurance policy offers a 
possible source of surplus for this purpose. 


Could the premiums constitute a taxable 
indirect dividend to the insured? Since the 
insured does not own the policy, he does 
not directly receive the benefits of the insur- 
ance. Upon his death, of course, the insur- 
ance proceeds will probably be used to buy 
up his stock. While his executors may, 
therefore, be the ultimate indirect recipients 
of the policy proceeds, they must surrender 
the stock therefor, so the ultimate receipt 
is in the nature of purchase price rather 
than a corporate distribution. There would 
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seem, therefore, to be no valid reason for 
taxing the premuims to the insured.* 


Could the insured’s estate be subjected 
to a double estate tax? Suppose that he is 
a seventy-five per cent stockholder of the 
corporation, which has a net worth of 
$200,000 exclusive of an increment of 
$100,000 by way of insurance proceeds re- 
ceived on his death. If the bu‘y-and-sell 
value of his stock is based on corporate net 
worth exclusive of the insurance gain, his 
estate receives $150,000 (seventy-five per 
cent of $200,000) on his death. Could the 
Bureau include in his taxable estate not 
only the stock value of $150,000 but also 
$75,000 (i. e., seventy-five per cent of 
$100,000) as life insurance on which he in- 
directly paid the premiums? Regulations 
105, Section 81.27 (a), provide that the 
payment of premiums by a corporation 
which is the “alter ego” of the insured will 
be construed as an indirect premium pay- 
ment by him. This provision would not 
seem to be applicable to the case con- 
sidered,” because it is apparent that the 
holders of the remaining twenty-five per 
cent of the stock, rather than the decedent 
himself, benefit from the insurance incre- 
ment. His executors receive no more than 
the $150,000 to which they would have been 
entitled on a fair sale or liquidation if no 
insurance had been taken. And if the buy- 
and-sell price should be increased by 
seventy-five per cent of the insurance ir- 
crement, it would appear that under the 
principle of the Mitchell case, supra, his 
estate could not be taxed on more than the 
$225,000 which it would receive for its stock. 
(See also the Bureau’s Press Memorandum 
of November 24, 1947, supra.) Of course, if 
the holders of the remaining twenty-five 
per cent of the stock are the natural objects 
of the insured’s bounty and his estate re- 
ceives only $150,000, there would be more 
reason for the Commissioner to attempt to 
apply the indirect-premium-payment rule 
to obtain a tax’ on seventy-five per cent of 
the increment in stock values at death, on 
the theory that a testamentary transfer of 
such increment has in substance occurred. 


Cf. Lewis v. O’Malley [44-1 ustc { 9137], 
140 F. (2d) 735 (CCA-8, 1944). Paramount- 
Richards Theatres, Inc. v. Commissioner [46-1 
ustc { 9170], 153 F. (2d) 602 (CCA-5, 1946), is 
distinguishable because the insurance was pay- 
able to beneficiaries designated by the insured 
and furthermore reduced the option price at 
which the insured stockholder’s stock was to 
be sold to the other stockholder. 


2 Cf. Wilson v. Crooks [1931 CCH { 9554], 52 
F. (2d) 692 (DC Mo., 1931); Hstate of Edward 
Doerken (CCH Dec. 12,477], 46 BTA 809 (1942). 
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If the elimination of inactive estates and 
widows from interference in the affairs of 
a close corporation is a valid corporation 
business purpose, then Code Section 102 
would not seem to present any problem. 
Since the buy-and-sell contract has a 
legitimate business purpose, it would ap- 
pear that implementation of that contract 
by life insurance could not be construed as 
an accumulation of corporate surplus beyond 
the reasonable needs of the business with 
a view to avoidance of surtax by the share- 
holders.” Of course, the type and amount 
of insurance purchased should be reason- 
ably calculated to accomplish the corporate 
purpose. Purchase, for example, of high- 
cost insurance having special investment 
values might be construed as indicative of 
a tax-saving investment unrelated to corpo- 


2 Cf. General Smelting Company [CCH Dec. 
14,222], 4 TC 313 (1944). 
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rate needs rather than a bona fide corporate 
business move. 


A final question presented by the entity- 
purchase plan is whether the corporation’s 
purchase of its stock from the estate might 
be construed to have the effect of a taxable 
dividend under Code Section 115 (g). Regu- 
lations 111, Section 29.115-9, specifically 
provide that if all the stock of a shareholder 
is canceled or redeemed, so that the share- 
holder ceases to be interested in the corpo- 
rate affairs, Section 115 (g) is inapplicable 
and there is no dividend. If, however, the 
only other stockholder is the decedent’s 
wife, who is also the sole beneficiary under 
his will, the Bureau might take the posi- 
tion that the estate and widow are to be 
identified as a single shareholder, that there 
has therefore been a partial rather than a 
complete sellout, and that the estate has 
accordingly received a taxable dividend 
under Code Section 115 (g). [The End] 


HOW TO OPERATE A BUSINESS 


TO GET THE LOWEST TAXES 


Mr. Green, a CPA (New York, IIli- 

nois, Oklahoma, Texas), is a member 

of the firm of Barrow, Wade, Guthrie 
& Company, New York City 


N APPROACHING the subject of how 

to operate a business to get the lowest 
taxes, one might start the discussion with a 
business which has already been formed. By 
and large, that approach will be used here. 
However, the choice of the form of business 
is one of the more important factors affect- 
ing tax minimization, and must not be omit- 
ted from our thinking. 


Having determined that we are going into 
business and that we are going to operate 
the business in such manner as to obtain the 
lowest taxes, we must first weigh in our 
minds the nature of the operations of the 
business we are considering. The tax prob- 
lems of a business, as we know, vary consid- 
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erably from one class of venture to another. 
For example, a corporation the income of 
which is derived principally from personal 
services, such as an advertising agency, 
would be faced with an entirely different 
situation from that confronting a transpor- 
tation company or retail store. Each of 
these types of businesses presents problems 
peculiar to itself. As a matter of fact, in 
our New York University Taxation Clinic 
we have found problems of certain indus- 
tries so complex as to call for special lec- 
tures on specific industries, such as oil and 
gas and real estate. I have decided, there- 
fore, at the outset, to limit our discussion 
to the procedures to be followed in arriving 
at the lowest tax burden in a more or less 
average type of enterprise. 


Let us start our discussion, therefore, from 
the standpoint of a business with which we 
are all more or less familiar, a medium- 
sized manufacturing company. Let us ex- 
amine the problems ordinarily found in this 
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type of business and then consider what 
procedures will result in the lowest taxes. 
The procedures outlined will generally be 
adaptable to all types of business enterprises, 
and therefore our manufacturing company 
can serve as a good general example. 


In starting our manufacturing company, 
our first problem is: Shall the business be 
conducted as an individual proprietorship, a 
partnership or a corporation? Many factors 
enter into a consideration of the choice of 
business enterprise; but since these pros 
and cons are very fully discussed by Mr. 
Bernstein, it is totally unnecessary for me 
to devote any additional discussion to this 
phase of our problem. We must remind 
ourselves, however, that this will be the first 
problem to confront us; and having deter- 
mined the form the business shall take, we 
can discuss the major factors which enter 
into a determination of what taxes we shall 
have to pay. We will limit ourselves, in the 
main, to the consideration of the federal tax 
consequences, because the numerous state, 
county and local levies are so varied and 
complex, and so relatively unimportant in 
size, that we must here omit any extensive 
reference to them. 


Method of Accounting 


One of the first items we should consider 
is what accounting methods are to be used. 
Shall the books of account be kept on the 
accrual or on the cash basis? Here is an 
election which the taxpayer may make of its 
own accord at the time of filing its first 
federal income tax return, and it must there- 
after follow the method it chooses unless 
and until it receives permission from the 
Commissioner of Internal Revenue to change. 


Therefore, the nature of the business and 
the possibilities of shifting income and de- 
ductions on the cash basis must be weighed 
against the ordinarily more preferable ac- 
crual method. The cash basis of accounting 
has these advantages: (1) It is simple, no 
foresight or hindsight being necessary for 
the setting up of accruals; and (2) taxes 
are not payable until the cash with which 
to pay them is in hand. The cash basis 
of accounting, however, is not ordinarily 
practicable where the transactions are nu- 
merous and complex. It would seem to 
follow, therefore, that our manufacturing 
company, having many complicated trans- 
actions, would profit by the use of the 
accrual basis of accounting. The accrual 
basis more nearly reflects the true income 
of a business in practically all instances. It 
has the decided advantage of making pos- 


sible the matching of income and deductions 
whether or not they are actually received 
or paid during any taxable year. 


Installment Method 


A further accounting method, which ac- 
tually can be a combination of the cash and 
accrual bases of accounting, is the install- 
ment basis. This method is optional, and it 
may be used by those who regularly sell 
personal property on the installment plan. 
It may also be used in casual sales of personal 
property if the total payments received in 
the year of sale, in cash or property other 
than obligations of the purchaser, are thirty 
per cent or less of the sale price and such 
sale price exceeds $1,000. This method is 
allowable only where the property sold is 
other than that required to be included in 
inventory, if on hand at the end of the year. 
A sale or disposition of real property, if 
the payments in the first vear of the sale 
are thirty per cent or less, may also be 
reported on the installment basis irrespective 
of the amount received in the succeeding 
year or years. The taxable profit to be 
reported as income from installment sales 
is the proportion of the installment payments 
actually received which the gross profit bears 
to the total contract price. The installment 
method has the advantage of postponing tax 
on income until the cash is actually received, 
although generally companies having large- 
scale operations report their deductions on 
the accrual method; it is, therefore, a hybrid 
method. 


We assume, for purposes of our discus- 
sion, that records should be kept on the 
accrual basis of accounting. However, it is 
not amiss to call attention to the fact that 
even though a taxpayer is on the accrual 
basis of accounting, certain deductions will 
not be permitted unless they are actually 
paid within a given period. For example, 
interest, salaries, rent and other items pay- 
able to the owner of fifty per cent or more 
of the stock of a corporation must be paid 
within two and one-half months of the close 
of the taxable year; amounts accrued as 
payable to a pension trust plan for em- 
ployees must be paid within sixty days after 
the close of such year; contributions to 
charities or other exempt organizations must 
be paid before the end of the taxable year. 


Shifting of Income 


Our business is now in operation, and 
we have selected our method of accounting. 
At this point let us consider the possibility 
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of regulating or shifting income so as to 
take advantage of changes in rates, differ- 
ences in taxation brackets, and so on. If 
tax rates were static over a period of years, 
there would be little reason to shift either 
income or deductions from one year to an- 
other. However, inasmuch as in but few 
periods during our recent tax history have 
more than two or three years passed with- 
out an effective change in rates, we find it 
necessary to plan our corporate transactions 
at all times with a “weather eye” toward 
Congressional tax-rate thinking and action. 
Therefore, if it is anticipated in one year 
that there will be an upward change in rates 
in the succeeding year, it would obviously 
be advantageous to shift as much income as 
possible from the succeeding to the current 
year. During the war years, with substan- 
tial increases in rates occurring almost an- 
nually, every dollar of income that could 
be brought into the earlier year and elimi- 
nated from the succeeding year produced a 
saving in taxes. But in these days of uncer- 
tainty, it is difficult to anticipate and plan 
for changes in rates. However, I think it is 
safe to say that there is little encouragement 
for anticipating lower rates within the next 
two or three years. 


Another reason for an attempt to shift 
income from one year to another might arise 
where a taxpayer corporation is on the bor- 
derline of $50,000 of taxable income; it might 
wish to shift income to a succeeding year 
in order to take advantage of the sliding 
scale of taxation brackets which are estab- 
lished for corporations with incomes of less 


than $50,000. 


The opportunities for shifting income from 
one year to another do not present them- 
selves as frequently as we might like. For 
example, we know that in the ordinary course 
of business orders are received from cus- 
tomers, and in the interest of creating or 
sustaining good will a business will nor- 
mally attempt to fill such orders with the 
minimum of delay. It cannot afford to post- 
pone booking income on these orders. 


However, certain conditions may exist, 
or may be created, by means of which it is 
possible for income to be received in one 
year or in another. Let us assume that a 
company finds it advisable toward the end 
of its taxable year, because of competitive 
conditions, to reduce the price of its prod- 
uct. It is ordinarily within its power to 
decide whether it will continue its present 
prices, at the risk of a considerable reduc- 
tion in sales, or immediately reduce its 
prices and enter into an intensive campaign 
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to increase sales volume. It might also be 
desirable to dispose of inventory the market 
value of which has fallen below cost and 
which the company would prefer to clear 
from its shelves to avoid possible further 
losses. The company’s decision would nor- 
mally be influenced by whether it wished 
to increase income in the current year; or 
perhaps, because it had already realized sub- 
stantial income, it would prefer to push 
sales in the succeeding year and thus attempt 
to insure maintenance of an income level. 


It is not intended to suggest that there 
is any foreseeable tax advantage in main- 
taining an income level. However, it may 
be important, as new income tax laws are 
enacted, to attempt to avoid carry-back or 
carry-forward net operating loss situations. 
There is now considerable agitation in Con- 
gress for the discontinuance of net operating 
loss carry-backs, and it is not beyond the 
realm of possibility that some limitations 
may be placed on carry-overs. .Because of 
the present uncertainty, therefore, it might 
be extremely important to try to arrange 
the income of a business so that at the 
expense of larger profits in some years, 
there will be no losses in any year. If this 
is done, at least the taxpayer will not be 
placed at a disadvantage by any action of 
Congress in this respect. In any event, un- 
der the circumstances described, the com- 
pany may find itself in a position to decide 
whether it is advantageous to increase in- 
come in the current or in the succeeding year. 


Very often it is advisable that a manu- 
facturing company organize a subsidiary cor- 
poration as the sales agency—in other words, 
that it incorporate its sales department. 
This may be advisable for numerous reasons, 
not the least of which, of course,. is the 
possibility of legitimate tax savings. In this 
connection, it is well to bear in mind that 
loss from the worthlessness of a subsidiary 
ninety-five per cent of whose stock is owned 
by the parent may be deducted in full by the 
parent in the year in which the worthless- 
ness occurs. 


Where there is occasion for a subsidiary 
sales corporation, it may be found advisable 
to increase or decrease year-end sales from 
the parent to the subsidiary beyond or under 
the normal requirements of the subsidiary. 
If a consolidated income tax return is not 
filed, the manufacturing company can, in 
this way, accelerate or defer income in the 
latter part of its taxable year; the income 
of the subsidiary would not be affected be- 
cause it would merely find itself with in- 
creased or decreased purchases and related 
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inventories at the year end. The formation 
of a subsidiary sales corporation might be 
the means of bringing one or the other of 
the two corporations into an income level 
of less than $50,000, thus, again, creating 
the advantage of decreased taxation brackets. 
While this discussion in the main deals only 
with federal tax consequences, it is not 
irrelevant to mention that if the two com- 
panies are in different states, due considera- 
tion must be paid to the possibility of adverse 
state tax consequences. For example, if the 
state in which the manufacturing company 
is situated bases its state taxes on net in- 
come, while the state in which the subsidiary 
corporation is located bases its taxes on the 
value of tangible property as of the close 
of its taxable year, it may be well to consider 
the respective tax results of any proposed 
intercompany year-end transactions so as to 
avoid double taxation. 


Shifting of Deductions 


Having discussed the means whereby 
income may be shifted from one year to 
another, we turn now to the possibilities of 
similarly shifting deductions. A taxpayer 
ordinarily has much greater discretion in 
timing the incurring of expenses than in de- 
riving income. As a general rule, income is 
a result of the affirmative action of another 
party, whereas the incurring of expenses is, 
to a greater or lesser degree, dependent on 
the actions of the taxpayer itself. 


What are some of the deductible items 
which lend themselves to deferment or accel- 
eration, and in what manner may they be 
so governed? Some such expenses might 
include the following: 


Repairs 


Except for repairs of an emergency na- 
ture, the usual ordinary and necessary ex- 
penditures falling into the category of repairs 
may be undertaken as easily in January of 
one year as in December of the preceding 
year. For example, repairs to buildings (and 
these can run into a very substantial amount), 
to machinery, automotive equipment and 
the like, which are deemed by management 
to be necessary, are not ordinarily in an 
emergency status, and may be undertaken 
in the year in which the greatest tax benefit 
would result. 


I think it unnecessary to suggest that 
“borderline” expenses of a nature so ques- 
tionable in classification that they might be 
treated either as expenses or as capital ex- 


penditures should be given the most favorable 
treatment from the standpoint of the tax- 
payer—with .due recognition that consider- 
able controversy may arise upon the Internal 
Revenue Bureau’s examination of the return 
which includes such items. 


Many taxpayers today find themselves in 
the position of having to capitalize numerous 
expenses which, had it not been for the war 
and the resulting shortages of materials, 
they normally would have been able to write 
off as tax deductions. For example, a hotel 
would, in the ordinary course of business, 
have replaced carpetings, draperies, etc., on 
a small scale from year to year, and would 
probably have written off the expenses of 
these replacements. A manufacturing plant 
might, under normal conditions, have sub- 
stantial replacements recurring year after 
year which it could successfully write off 
for tax purposes; and numbers of other 
types of businesses would have similar nor- 
mal replacements the deduction of which the 
Bureau probably would not seriously ques- 
tion. Most of these normal replacements 
were not possible during the war years, and 
many of these taxpayers are now faced with 
an accumulation of requirements. Where 
such expenditures reach major proportions 
now, they can hardly be called ordinary 
repairs; and these taxpayers will probably 
be faced with a capitalization of the items 
which can be written off only through nor- 
mal depreciation charges over a period of 
years. I have known of some taxpayers who 
understood that the Treasury Department 
was making a special concession because of 
this situation. If that be so, I am unaware 
of it, although I keep in fairly close touch 
with the Washington scene. I am, there- 
fore, of the opinion that such taxpayers have 
been misinformed. The Treasury Depart- 
ment is hardly inclined, in these days, gratu- 
itously to give tax benefits it is not required 
by law to give. 


Advertising and Promotional 
Expense 


Although in the earlier years of the in- 
come tax laws taxpayers insisted, and not 
without good reason, that advertising and 
promotional expenses should, when paid or 
accrued, be deferred to the period during 
which the results of the expenses were re- 
flected in increased sales, the Treasury De- 
partment successfully contested such treatment 
and established the rule that such expenses 
are deductible in the year in which they 
are paid or accrued. This does not seem to 
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be the proper treatment from an economic 
standpoint, but it does give considerable 
leeway to management in determining the 
taxable year in which such expenses will 
fall. Therefore, a campaign designed to in- 
crease sales through advertising and pro- 
motion may be started in the latter part of 
one year or in the early part of the succeed- 
ing year if the period during which the 
campaign was planned fell somewhere within 
that area. Of course, normal midyear cam- 
paigns can hardly be subject to such an 
arrangement. I do not mean to give the 
impression that it is not possible to prepay 
advertising expenses. Where a favorable 
rate might be obtained by contracting for a 
long-term lease on billboards, or for large 
lineage of advertising space, by paying for 
it in advance, this would constitute a pre- 
paid expense to be written off as the rental 
or purchased space was actually used. 


Compensation 


Fixed salaries and wages are ordinarily 
deductible in the year in which the services 
are rendered, and are not subject to any 
shifting of the expense from one year to 
another. The exception to this rule occurs 
where retroactive wage adjustments are 
voluntarily made or are required by a gov- 
ernmental agency ruling, and the taxpayer 
fails to contest the ruling or has no grounds 
for contest. If any proportion of such retro- 
active adjustment applies to prior years, it is 
an expense of those years and not of the 
year in which negotiations were terminated. 
In making any such adjustments, the tax- 
payer should beware of finding himself in 
the position of agreeing without contest to 
pay wages applicable to a year on which 
the statute of limitations has run in order 
favorably to settle some other controversy 
with labor. If he does not fight retroactive 
settlement in respect to a year barred by 
the statute, he may lose entirely the taxable 
deduction. 


If it is decided that additional compen- 
sation will be paid in the form of bonuses, 
it is possible to create this as an expense 
of either the current year or the following 
year. Bonuses are not payable, as a general 
rule, without authorization by the board of 
directors. The board may, therefore, meet 
for the purpose of voting bonuses during 
the last month of the taxable year or in the 
first month of the succeeding taxable year; 
the deduction would then fall into the year 
chosen by the board. The choice of the first 
month of the succeeding year could mean 
effective postponement of tax on a substan- 
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tial bonus from year to year until death or 
retirement. In order to avoid the likelihood 
of a question by the Internal Revenue Bu- 
reau as to the year in which such bonuses 
apply, it might be well not to measure them 
by a percentage of profits of the preceding 
year. In this connection, however, due regard 
must be had for the “reasonable compensation” 
attitude of the Treasury Department. 


Another point to’ bear in mind is that 
where there is an agreement with a labor 
union, or directly with the employees if they 
are so notified, providing that certain em- 
ployees who work a specified number of 
days during the taxable year or who are in 
the employ of the company on the last day 
of the taxable year will be entitled to vaca- 
tion with pay during the following year, a 
reasonable estimate of such vacation pay is 
deductible in the taxable year. The fact that 
the liability for vacation pay may be termi- 
nated if an employee leaves the taxpayer’s 
service prior to the scheduled vacation pe- 
riod does not prevent the accrual of the 
expense in the year in which the vacation is 
earned, that is, the taxable year during which 
the vacation status is established. In normal 
times the turnover in labor is not very ma- 
terial, and an accrual determined as of the 
end of the year will not be substantially 
different from the actual expense payable in 
the summer of the succeeding year. Many 
of these vacation-pay arrangements with labor 
provide for either actual vacation time off 
or extra pay in lieu thereof. The accrual 
would be the same under either condition. 


Bad Debts 


On its first income tax return the tax- 
payer may elect which of two methods per- 
mitted by law he will employ in establishing 
bad debts as an expense—the reserve method 
or the charge-off method. If he adopts the 
reserve method, he may establish a percent- 
age to be applied against the year-end bal- 
ances of accounts and notes receivable. Any 
recoveries are, of course, required to be 
charged against the reserve. This method of 
determining the bad debt expense is not 
easily adaptable to the process of shifting 
such deductions from one year to another. 
The specific charge-off method, however, 
might lend itself more readily to the deter- 
mination of deductions in one period or in 
another, although business prudence and 
judgment must be exercised in all cases. 
But in the charge-off method of determining 
bad debts, management might obtain credit 
reports and carefully scrutinize the status 
of accounts at the end of one year or at the 
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beginning of another, depending upon its 
wishes in the matter. Furthermore, that 
quality of man known as “human nature” 
can hardly be criticized if he is opportunely 
optimistic at one time and pessimistic at 
another with respect to the just debts due 
and owing to him. 


It might be well to note here the special 
provisions covering bad debt charges allow- 
able to banks. Banks subject to supervision 
by federal authorities (or state authorities 
maintaining substantially equivalent stand- 
ards) are entitled to deduct, for federal in- 
come tax purposes, such bad debts as they 
are required to charge off by such authori- 
ties; no further proof is necessary by the 
taxpayer-bank in substantiation of the bad 
debt allowance. Such banks, for some rea- 
son not entirely clear, must reflect reserves 
for bad debts in their regular books of 
account and may not carry them in auxiliary 
records alone. Banks may also establish bad 
debt reserves by transfers out of contingent 
reserves or allocated surpluses, which them- 
selves are not recognized for tax purposes, 
and receive the benefit of the deduction. A 
further special rule permits banks on a cash 
basis to use the reserve method for bad 
debts, the percentage to be written off being 
determined by the bank’s twenty-year expe- 
rience in bad debt losses. This might well 
create an advantage to cash basis banks 
because it permits them to deduct in the 
more prosperous years bad debts based on 
their average experience (which would in- 
clude both lean and prosperous years) in- 
stead of requiring them to write off only 
actual cash losses, which losses are more 
likely to be considerably less in prosperous 
times than in economically unstable years. 


Depreciation 


The most fertile field for revenue agents’ 
adjustments, to the detriment of the tax- 
payer, is that elusive and unscientifically 
determinable expense which, unfortunately, 
does not lend itself to an exact mathematical 
measurement—depreciation. It is extremely 
important, therefore, that in the first year 
of the company’s existence careful consider- 
ation be given to the estimated useful life 
of the assets and the resulting rates to be 
used in computing depreciation, and to the 
mathematical computation of the amount 
charged to expense. The danger of an im- 
proper computation of depreciation in a loss 
year lies in the rule laid down by the Supreme 
Court of the United States in Virginian Hotel 
Corporation of Lynchburg v. Helvering [43-1 
ustc J 9469], 319 U. S. 523, to the effect that 
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the taxpayer must reduce its basis of depre- 
ciable property by the amount, no matter 
how unreasonably large, shown in the tax 
return for the loss year. Under this rule, if 
proper allowable depreciation amounted to 
$1,000 and, through a typographical error, it 
was shown as $10,000 in a return which 
otherwise reflected a loss, the latter amount 
is the amount by which the basis of the 
property would be reduced. This is grossly 
unfair, but it is the law of the highest court 
in the land. In a year of taxable income, 
of course, the Treasury Department seeks 
to allow the smallest deduction for depre- 
ciation within reason, and often, where no 
other adjustments seem proper, suddenly 
changes its mind as to the useful life of the 
property, even though for years it has ac- 
cepted a different estimate of such useful 
life and, frequently, even though it has no 
evidence that the original estimate of useful 
life was erroneous. I repeat, therefore, that 
in the first year of the corporation’s exist- 
ence the basis for deduction of depreciation 
requires careful and prayerful consideration. 


Depletion 


Percentage depletion, in the case of nat- 
ural resource companies, ordinarily is a fairly 
simple computation for income tax purposes. 
For example, an oil company is permitted 
to deduct from its taxable income percent- 
age depletion based on the lesser of (a) 
27%4 per cent of its gross income from the 
property or (b) fifty per cent of its net in- 
come before the depletion charge. There are 
similar provisions, with variations, for dif- 
ferent types of mining companies. 


Cost depletion, however, is as difficult of 
exact determination, if not more so, as is 
depreciation. Cost depletion is important in 
the following circumstances: (a) where such 
depletion would produce a greater deduction 
than would percentage depletion (although 
the instances in which this would be true 
are rare); and (b) where a carry-back or 
carry-over of net operating loss is involved, 
in which case the depletion deduction is 
limited to the proportion of cost properly 
chargeable. Unless this can be computed 
with mathematical accuracy, the possibility 
of disallowance of some portion of the carry- 
back or carry-forward is good. It is ex- 
tremely important, therefore, that cost basis 
be determined when property is acquired, 
or before any drilling or mining operations 
are commenced, by geological surveys of 
minerals and oil in ground with respect to 
each separate parcel of property owned. If 
it is subsequently discovered that the nat- 
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ural deposits are greater or less than those 
estimated in the original survey, the original 
estimate must be revised. Only in this way 
can cost depletion be determined in a manner 
likely to satisfy the Treasury Department. 


Intangible Drilling Costs 


A very important election permitted to 
oil companies by the Regulations is that on 
the first return filed by the company (or 
for returns for the taxable years beginning 
after December 31, 1942, for a company 
then in existence) it may establish the policy 
of charging to current expenses the entire 
cost of intangible drilling and development 
costs. Capitalization of the expenses is not 
required. Such costs would include expendi- 
tures for wages, fuel, repairs, hauling, sup- 
plies, etc., incident to and necessary for the 
drilling of wells and the preparation of wells 
for production. They also would include the 
cost of any such work done for the company 
by contractors. Thus, any such costs in- 
curred in the drilling, shooting and cleaning 
of wells, in the clearing of ground, draining 
and road making preparatory to drilling for 


wells, and in the construction of derricks, 


tanks and pipe lines necessary for the drill- 
ing or preparing of wells, may be taken as 
deductions for tax purposes when they are 
paid or incurred. The alert company will 
use this election to a tremendous advantage. 


Contributions 


Contributions are deductible, both by cash 
basis and by accrual basis taxpayers, in 
the amounts actually paid, but are limited in 
the case of corporations to five per cent of 
net income before the contribution deduc- 
tion and in the case of individuals to fifteen 
per cent of adjusted gross income. How, 
then, is it possible to make an effective con- 
tribution in one year greater than the limi- 
tation, and to defer the excess until the 
following year? Many times when a tax- 
payer is called upon to make a substantial 
contribution, highly desirable from a busi- 
ness standpoint, to a local hospital or to 
some other institution or organization, the 
amount which it feels it should contribute 
is in excess of its allowable deduction in 
one year for tax purposes. In such an 
event, it might with propriety issue a note 
to the charitable organization for the amount 
it desires to contribute. This note the char- 
ity could then discount at a local bank, and 
thus obtain for itself at once the entire 
amount, with the exception of the discount. 


Tax Minimization in Business 


The taxpayer can then make payments on 
the note over a period of two or three years 
in amounts which are not in excess of 
its yearly allowable deductions, and can 
even contribute directly to the institution 


the amount of the discount which it has 
suffered. 


This constitutes most of the deductions 
which might be subject to shifting from one 
year to another. Several other factors, how- 
ever, must be considered in producing mini- 
mum taxes. 


Proper Fiscal Year 


In the first period of the operation of the 
business, consideration must be given to the 
fiscal year which would be most desirable 
for the taxpayer. It has the election of 
choosing exactly when it wishes to close its 
books of account, and may proceed accord- 
ingly. However, when it has fixed its fiscal 
year, it is thereafter bound by it and may 
not change unless and until it obtains per- 


mission from the Commissioner of Internal 
Revenue. 


The question arises: What should be the 
fiscal year of a new business? The trend 
in recent years has been leaning heavily 
toward the “natural business year,” that 
twelve-month period which ends anytime 
when the normal operations of the business 
are at their lowest ebb. It may happen that 
this low peak of business is at December 31. 
Whatever the period, it should be borne in 
mind that the fiscal year must end on the 
last day of the month and, except in the 
case of its first fiscal period, must consist 
of a full twelve months. The numerous 
advantages of the natural business year in- 
clude the following: (1) It causes the least 
interruption in the ordinary operations of 
business. (2) Inventories are normally at 
their lowest peak, thus making the taking of 
physical inventory easier and more accurate. 
(3) The records of the business more nearly 
reflect completed transactions, so that ad- 
justments and accrual requirements are at a 
minimum. (4) Profits resulting from any 
seasonal activities have been established. 


It is highly desirable to fix a fiscal period 
so that the first taxable year of the taxpayer 
will be as near a full twelve-month period 
as is possible, with due regard for the natu- 
ral business year. The reason for this will 
be found in the following example: 


A corporation is organized and commences 
business on July 1, 1949. It sustains a loss 
for the six-month period ending December 
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31, 1949, and also for the twelve months of 
1950 and 1951. The operations of the cor- 
poration are well under way in 1952, and it 
shows a sizable profit in both halves of that 
year. If this corporation adopts a calendar 
year, it will have a short period return for 
the six months of 1949 and returns for the 
calendar years 1950 and 1951. Under the 
present law, it cannot carry over the net 
operating loss for the six-month 1949 period 
to its profitable year 1952. If, on the other 
hand, this corporation had adopted a fiscal 
year ending June 30, it would have been able 
to bring over against its income for the fiscal 
year ending June 30, 1952, the entire net 
operating loss for the period of its existence, 
the preceding two fiscal years. 


Net Operating Loss Carry-overs 
or Carry-backs 


Under the present law net operating losses 
must first be carried back for the preceding 
two years, and any loss not absorbed by 
profits in those two years may then be car- 
ried forward for the succeeding two years. 
If the loss is not thus absorbed within those 
four years, it is irretrievably lost. If, there- 
fore, one of such losses has not been com- 
pletely used and will be forfeited unless it 
is used in a given year, every effort should 
be made to create taxable income to the 
extent of at least the net operating loss 
which may be availed of. In times of de- 
clining taxes, it may be advantageous pur- 
posely to incur wnusual but necessary 
expenses in one year in order to produce a 
net operating carry-back to the year in which 
the higher tax rates applied. 


For example, several companies in 1947, 
when the tax rate was only thirty-eight per 
cent, found it possible, in a perfectly legal 
and legitimate manner, so to arrange income 
and expenses that they would have net op- 
erating losses which could be carried back to 
1945, when the companies were subject to a 
ninety-five per cent excess profits tax. Fur- 
thermore, let us assume that the millenium will 
arrive three years hence (in 1952) and that 
corporation tax rates will then be reduced 
to twenty per cent. Obviously, it would be 
advantageous to shift all possible income 
to the year 1952 and all possible deductions 
to 1951, if by so doing a net operating loss 
would result in the latter year. This could 
be carried back to this current year 1949, 
and the tax at the present applicable rate of 
thirty-eight per cent would be refundable. 
In this example it is, of course, assumed 
that the carry-back provisions would be 
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retained as under the present law—an event 
which I do not wish to prophesy at this time. 


Western Hemisphere 
Trade Corporations 


If a company has substantial sales to 
customers in foreign countries in the Amer- 
icas, a considerable tax saving might result 
from the formation of a “Western Hemi- 
sphere trade corporation,” through which 
all sales of such foreign customers could be 
made. Corporations falling into this classi- 
fication are not subject to the corporation 
surtax. In order to qualify for this special 
tax treatment, a corporation must be a do- 
mestic corporation all of whose business is 
done in any country or countries in North, 
Central or South America or in the West 
Indies, and must satisfy the following con- 
ditions: .(a) ninety-five per cent or more of 
the gross income for the three-year period 
immediately preceding the close of the tax- 
able year (or for such part of such period 
during which the corporation was in exist- 
ence) must be derived from sources outside 
of the United States, and (b) at least ninety 
per cent of its gross income for that period 
must be derived from active conduct of a 
trade or business. 


A corporation which meets these require- 
ments after its first taxable year must meet 
them for three consecutive years thereafter 
before it qualifies for the tax benefits of a 
Western Hemisphere trade corporation; a 
new corporation which meets the require- 
ments in its first taxable year is immediately 
entitled to such benefits. If, therefore, a 
substantial part of the taxpayer’s business, 
or a sufficient proportion to warrant the 
forming of a new corporation, consists of 
sales which would qualify under the above 
definition, it might be well to divorce that 
part of such business from the other activi- 
ties in order to obtain the tax saving afforded. 


Cost-of-Living Wages 


Where the taxpayer finds it necessary to 
negotiate an employment contract with its 
employees, careful consideration of the prin- 
ciples of the General Motors plan may well 


be worth while. This plan embodies a fixed 
hourly wage rate plus a cost-of-living addi- 
tion based on the cost index compiled by 
the Bureau of Labor Statistics. As the cost 
of living rises, the additional pay is in- 
creased; as it falls, the additional pay falls 
proportionately. Such an arrangement seems 
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eminently fair to both employer and employee, 
because as the cost of living falls, the sales 
prices of the employer’s products propor- 
tionately decline—perhaps not in exact ratios, 
but substantially so. In other words, under 
this plan the cost of labor, which today rep- 
resents a tremendous percentage of the cost 
of sales, fairly consistently follows the mar- 
ket; and labor can hardly complain of this 
condition. The advantage of this plan tax- 
wise is that it tends to prevent excessive 
losses when prices are dropping, and thus 
helps to eliminate a string of consecutive 
loss years which would give no opportuni- 
ties for effective use of carry-backs or carry- 
forwards. 


Storm Losses 


In the Southeastern coastal regions of 
our country, as well as in other areas, storms 
are a considerable economic factor. This 
was recognized by Congress when it incor- 
porated in the Internal Revenue Code a 
special provision permitting deduction of 
losses sustained as a result of storms, hurri- 
canes, fires, shipwreck, etc. Such losses are 
measured by the difference in the markét 
value of the property before the storm or 
other casualty and its market value after the 
storm, but are limited to the basis of the 
property (cost or other basis less allowable 
depreciation). While there is seldom any 
controversy between the Internal Revenue 
Bureau and the taxpayer as to the actuality 
of the loss, the serious problem usually re- 
volves around the dollar value of the loss. 
In order to lessen controversy and secure 
the greatest tax benefit, the following steps 
should be taken immediately after any such 
damage: 


(a) Call in an appraiser (real estate or 
other competent authority) who was famil- 
iar with the property before the damage, 
and obtain from him a statement as to the 
respective values before and after the dam- 
age, his reasons for arriving at the appraisal 
and a brief recital of his qualifications. 


(b) Have numerous photographs taken of 
the property from the best vantage points to 
indicate the extent of the damage. 


Tax Minimization in Business 


(c) Send a registered letter to the office 
of the internal revenue agent in charge noti- 
fying him of the occurrence of the damage, 
and request an immediate examination of 
the property by that office. This request 
may not be complied with; it merely places 
the taxpayer in a strategic position. 


(d) Keep in mind that the estimated cost 
of replacing the damaged property has no 
bearing on the amount of the deductible loss. 


Capital Losses 


Where capital losses have been sustained, 
under the present law, no deduction is per- 
mitted to corporations and only $1,000 is 
permitted to individuals. Such losses may 
be carried forward, however, and applied 
against capital gains during the succeeding 
five years. Therefore, where capital losses 
have been sustained, every effort should be 
made before the carry-over period expires 
to create capital gains equal to the losses; 
such gains would, in effect, be realized tax 
free. Identical property could immediately 
thereafter be repurchased and a “stepped- 
up,” or higher, basis established. Thus, 
losses incurred in the sale of stocks or bonds 
in 1944 could be offset by gains from the 
sale of similar property in 1949; or, by rea- 
son of a special provision in the Internal 
Revenue Code, such losses could also be 
offset by gains realized from the sale of real 
property used in the business or from the 


sale of machinery, equipment and the like 
also used in business. 


There are several means by which certain 
special types of businesses might be oper- 
ated to obtain lower taxes, and there are 
numerous other isolated transactions and 
plans not frequently applicable which might 
serve to reduce taxes. However, those ideas, 
suggestions and plans which I have dis- 
cussed cover nearly everything with which 
the average taxpayer would be faced in the 
normal course of events. 


All that has been said in this discussion 
is true as of today. Tomorrow, some court 
decision, a new revenue act or changed regu- 
lations may alter or completely nullify the 
conclusions reached or suggestions made. 


[The End] 
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rMAX PRACTITIONERS have sometimes 

been accused of a tendency to over- 
emphasize tax considerations at the expense 
of business or investment judgment. On 
the other hand, those less familiar with 
taxes may not give proper weight to tax 
considerations because of their failure to 
recognize the tax implications in transac- 
tions in which they are engaged. In many 
instances a transaction may be carried out 
equally well, from a business or investment 
standpoint, in either of two ways, each hav- 
ing very different tax consequences. In this 
brief summary an attempt is made to indi- 
cate some of the considerations of most 
general application. 


A few points about the computation of the 
tax on capital gains are not fully understood. 


Although a long-term capital gain is taxed 
at an effective rate of twenty-five per cent, 
where the alternative tax is paid, the actual 
computation in the case of an individual is 
at a fifty per cent rate on one half of the 
profit. Only one half of the profit on a 
long-term capital gain is included in taxable 
income in the case of an individual for pur- 
poses of either the ordinary computation or 
the alternative capital gain computation. It 
follows, therefore, that the “break-even” 
point on using the alternative method is 
where the combined normal tax and surtax 
rate exceeds fifty per cent, not twenty-five 
per cent. This break-even point is $22,000 
of income subject to normal tax and surtax 
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on a separate return’ and $44,000 on a joint 
return. 


In planning year-end security transactions, 
consideration must be given to the fact that 
where some net capital gains have already 
been taken and the break-even point has not 
yet been reached, the taking of additional 
capital gains which raise the taxable income 
above the break-even point may result in 
increasing the tax on the gains already 
taken to a fifty per cent rate, since the 
alternative method, if elected, must be ap- 
plied to all net capital gains. 


On security transactions, the cost of state 
stock transfer stamps may be deducted in 
determining ordinary net income, although 
the federal documentary stamps must be 
capitalized. 


Short-Term Capital Losses 


Short-term capital losses reduce taxes so 
greatly in some situations that much of the 
investment loss is, in effect, borne by the 


government. For instance, a short-term 
capital loss which is taken into account in 
full will offset twice as large a long-term 
capital gain of which only fifty per cent is 
included in income. Or, if there are no 
capital gains, short-term capital losses ag- 
gregating not over $6,000 may offset ordi- 
nary income at the rate of $1,000 a year 
spread over six years.” A person in high 


1Income at the $22,000 level is taxed at an 
effective rate of 51.92 per cent, after applying 
the percentage reductions of the Revenue Act 
of 1948. The effective rate in the next lower 
bracket is 49.28 per cent. 

2One thousand dollars may be deducted in 
the year the loss is incurred and $1,000 may 
be deducted in each of the five succeeding years 
under the carry-over provisions. (Code Section 
117 (e).) 
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income tax brackets may well feel that he 


cannot afford not to “play the stock mar- 
ket” to the extent of a maximum short-term 
loss of $6,000. If he loses, he will recoup 
in large part through the tax saved by using 
this loss to offset income in his highest 
surtax bracket, whereas if the investment 
proves profitable, he can probably carry it 
long enough to pay only the long-term 
capital gains rate. 

Not more than $1,000 of net capital loss 
can be used annually, even on a joint return. 
If a joint return is filed, capital gains of 
both husband and wife are treated as those 
of a single taxpayer.® For this reason it is 
possible that in some few instances it may 
be more advisable to file separate returns 
than to file a joint return. 


In the case of personal holding com- 
panies, the twenty-five per cent alternative 
capital gains rate is in lieu not only of the 
regular normal tax and surtax but also of 
the surtax on personal holding companies. 
(Code Section 117(c)(1).) Accordingly, it 
is unnecessary for a personal holding com- 
pany to distribute to stockholders net long- 
term capital gains in order to avoid a personal 
holding company tax on _ such income. 
Furthermore, the capital gains tax is itself 
a deduction in determining how much ordi- 
nary income must be distributed to avoid 
the personal holding company surtax, with 
the result that the effective capital gains 
rate on personal holding companies is often 
thought of as far less than the twenty-five 
per cent written into the statute. 


In cases where a substantial credit for 
foreign taxes levied at high rates is involved, 
long-term gains may be taxed at an effec- 
tive rate greater than twenty-five per cent 
through cutting down the foreign tax credit 
allowable by reducing the average federal 
tax rate paid, which, under Section 131(b), 
is a limitation on the amount of foreign tax 
credit that may be claimed. 


Capital Gains and Losses 


While, in general, capital gains treatment 
is accorded only where a capital asset is 
“sold or exchanged” (Section 117(a)), there 
are important exceptions to this rule. These 
exceptions include gains or losses upon the 
retirement of bonds (Section 117(f)), upon 
receipt of distributions in liquidation of cor- 
porate stock (Section 115(c)), from short 
sales and failure to exercise options to buy 
or sell property (Section 117(g)), and losses 
arising from the worthlessness of certain 
securities (Section 23(g)). 





3 Regulations 111, Section 29.51-1 (b). 
Purchase and Sale of Property 





Note, however, that in the absence of any 
special statutory provision, the gain on the 
collection of the proceeds of an insurance 
policy is subject to the full normal tax and 
surtax even though the policy is a capital 
asset, because no sale or exchange is involved. 


By a special statutory provision (Section 
117(i)), banks are allowed to treat as an 
ordinary loss a net loss on their bond ac- 
count, even though the bonds are capital 
assets and even though a net gain would 
have been subject to capital gains treatment. 
Similarly, Section 117(j) permits all tax- 
payers to treat as capital gains net gains 
from involuntary conversions and from the 
sale or exchange of certain property used 
in their trade or business, but to treat as 
ordinary losses any net loss of the same 
kind. Section 117(j) is a provision which is 
extremely favorable to taxpayers, and one 
with which too few taxpayers are familiar. 


Section 112 excludes from the general rule 
that a taxable gain or loss results from a 
sale or exchange of property certain ex- 
changes, particularly in connection with cor- 
porate reorganizations. Gain or loss is not 
recognized for tax purposes upon “tax-free 
exchanges” within the exceptions of Sec- 
tion 112. 


Sales between certain related taxpayers 
must be carefully scrutinized in order to 
avoid realizing losses which are unallow- 
able for tax purposes under Section 24(b). 
In connection with such transactions, it is 
important to remember that if the sale to 
a related taxpayer includes some certificates 
sold at a profit and some at a loss, even on 
the same issue, the profits are taxable and 
the losses are unallowable even to reduce 
the tax on the profit. Furthermore, such 
a disallowed loss can never be utilized by 
anyone as a tax deduction since the pur- 
chaser who is a related taxpayer takes as 
his cost what he actually pays, rather than 
the seller’s higher cost. In this respect, 
disallowed sales between related taxpayers 
are much worse from the tax standpoint 
than are disallowed losses on wash sales, 
where the old basis holds over to the new 
securities. Section 24(b) has been held to 
extend even to a situation where the pur- 
chases and sales were not made directly 
between the related taxpayers but were car- 
ried out on the stock exchange.* 





+ Lakeside Irrigation Company, Inc. v. Com- 
missioner [42-2 ustc { 9481], 128 F. (2d) 418 
(CCA-5, 1942); cert. den. 317 U. S. 666. 

5 McWilliams v. Commissioner [47-1 ustc 
§ 9289], 331 U. S. 694 (1947). 
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Planning for Most Favorable 
Treatment 


While interest is ordinarily taxable at full 
normal tax and surtax rates, in some cases 
it can in effect be transformed into capital 
gain. These possibilities include the sale of 
bonds traded “flat” on which interest is 
about to be paid, and the purchase of con- 
vertible bonds which, because of the con- 
version feature, command a high premium 
subject to amortization. In the first case 
the interest earned in periods subsequent to 
acquisition, which would otherwise be taxed 
at full normal tax and surtax rates, is 
merely reflected in the capital gain or loss 
on the sale. In the latter instance, the bond 
premiums, as amortized, reduce ordinary 
income and the ultimate capital gain or loss 
is increased or diminished in the amount of 
the amortization taken.® 


Dividends received by an individual are 
usually taxable at full normal tax and sur- 
tax rates. Where, however, preferred stock 
is called and redeemed at a price reflecting 
accrued dividends which have not been de- 
clared, the entire proceeds are usually tax- 
able as capital gain. In the case of a 
corporate taxpayer, on the other hand, the 
more advantageous tax result will usually 
be secured if the dividends are declared 
separately in order to obtain the benefit of 
the dividends-received credit. Where large 
dividends are to be paid on marketable 
stock, it may be advisable to sell the stock 
for a capital gain before the record date, 
with the expectation of buying it back after- 
wards at a lower price which reflects the 
fact that the dividend has been paid in the 
interim, or, preferably, to replace it with a 
different but comparable issue. 


Another possibility of tax saving is to 
purchase stock of regulated investment com- 
panies shortly before they pay large capital 
gains dividends, receive the dividend and 
report it as long-term capital gain, and sell 
the stock shortly afterwards for the usual 
short-term capital loss. 


Holding Period 


Various possibilities of affecting the hold- 
ing period exist, particularly in year-end 
transactions. The usual rule in the case of 
purchases and sales of securities on a stock 
exchange is that the date on which the con- 


® Christian W. Korell [CCH Dec. 16,420], 10 TC 
1001 (1948); Joe Schoong [CCH Dec. 16,453(M)], 
7 TCM 367 (1948). Whether these cases can be 
relied upon, however, is extremely doubtful. 
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tract is made on the stock exchange gov- 
erns the holding period, rather than the date 
of delivery, pursuant to the contract; but 
these rules seem at variance with the principles 
applying to sales of other kinds of prop- 
erty. A special rule allows a cash basis 
taxpayer the loss on a sale of securities on 
an exchange on the day the contract is made, 
while deferring the tax on profits until the 
delivery date ‘—a rule which can often be 
used advantageously in year-end transac- 
tions to avoid a loss of market position. 


A taxpayer who keeps adequate records, 
or gives adequate instructions to his broker 
in connection with margin accounts, may 
often affect the tax result by selling, out 
of several holdings of a single issue, the 
holdings purchased on a given date, thus 
fixing the cost and the holding period.* 
This will often produce better tax results 
than will the application of the “first-in- 
first-out” rule, which the government uses 
in the absence of sufficient records to estab- 
lish identification. 


A short-term capital gain may be con- 
verted into a long-term capital gain by 
holding the securities for a period extending 
over six months without loss of investment 
position, through hedging the extended 
holding by a short sale or by the purchase 
of a “put.” Such methods were never very 
practical for the average investor; and it 
seems definitely probable that there will be 
legislation, perhaps retroactive, to close 
these tax-saving possibilities.’ 


Other tax-saving possibilities are found 
in the fact that when an investor receives 
nontaxable rights to purchase new stock 
on shares he already holds, he has a choice 
of using the longer holding period of his 
original stock (Section 117(h)(5)), as he 
may want to do if he has a profit on the 
rights, by selling the rights, or, if a loss is 
involved, to exercise the rights and sell the 
new stock thereafter, in which case he will 
have a short-term capital loss because the 
stock acquired on the rights has a new 
holding period (Section 117(h)(6)). 

Similar possibilities exist in arbitrage 
transactions in convertible and when-issued 
securities. 


More practical for the average investor 
than are the foregoing possibilities is the 
suggestion that he avoid any tax on security 


™G. C. M. 21503, 1939-2 CB 205; 
1941-1 CB 240. 


8 Helvering v. Rankin [35-1 ustc {] 9343], 295 
U. S. 123 (1935). 


®Such legislation was proposed by Section 
151 of the Revenue Revision Bill of 1948, added 
in the Senate. This bill has never become law. 


IT-3485, 
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profits by making his normal charitable con- 
tributions in the form of securities which 
have appreciated in value. The charitable 
deduction is measured by the high market 
value, regardless of the lower cost. 


Some of these suggestions as to methods 
by which ordinary income may be converted 
into capital gain have a prima facie attraction 
because they seem to offer an opportunity in 
which “heads, the taxpayer wins—tails, he can- 
not lose.” That is, he will be no worse off if 
he fails to secure the advantage he seeks than 
if he had not tried for it in the first instance. 
Often, however, in striving for such tax 
advantages, one may be led to permit tax 
considerations to dictate moves which might 
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N MAY 5, 1946, at 6:45 p. m., the Mutual 

Broadcasting System, in a nation-wide 
broadcast, presented the noted author and 
commentator, Quentin Reynolds, in his 
weekly colloquy with important men. His 
guest on this occasion was Joseph D. Nunan, 
then Commissioner of Internal Revenue. 
The following is quoted from the script: 


“REYNOLDS: Suppose a man comes in 
and tells you that he’s been cheating for 
some years. Do you put him in jail, Com- 
missioner? 


“NUNAN: We do not. We treat him as 
the church would treat a sinner who has 
repented. We find out how much he owes. 
We add the legal penalties to that and find 
out how much he can pay. We work it out 
with him. We allow him to pay install- 
ments each year on his back taxes. And we 
never reveal his name to anyone. Did I 
tell you about the case we’re settling now 
in a Western state? 


Voluntary Disclosures 
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not be undertaken if looked at purely from 
a business or investment standpoint. Some 
of the possibilities mentioned above, while 
apparently supported by the wording of the 
law and Regulations, should not be relied 
upon as offering anything approaching a 
certainty that the result indicated will 
actually be attained. Very possibly the 
annoyance and expense, if the matter is 
contested by the Commissioner, would more 
than offset the saving, even if the measure 
is successful. For this reason, it is probable 
that most tax practitioners who lecture 
about these possibilities do not think it 
worth while to put them into practice for 
their own account. [The End] 


“REYNOLDS: What was that, Commis- 
sioner? 


“NUNAN: A man came into one of our 
local offices to report that he’d been cheat- 
ing for years. He owed a lot of back taxes. 
Now his conscience was bothering him. 
Our agent asked him how much he thought 
he owed and the gentleman, without blink- 
ing an eye, said, ‘About one million dollars.’ 
We investigated and found out he was right. 
We are working out a scheme so he'll be 
able to pay that money back to his country. 


“REYNOLDS: That would make a nice 
story for the papers, Commissioner. 


“NUNAN: That story and the man’s 
name goes into a safe in my office... No 
one will ever know it from us. He’s an 
American citizen who made a mistake and 
wanted to right it. Every man who comes 
in to us in that spirit receives the same 
treatment.” 


The Commissioner’s conclusion, of course, 
is quite accurate as far as it goes, but it 
omits one crucial fact, the absence of which 
many practitioners will remark immediately. 
The Commissioner, for completeness, should 
have mentioned that the repentant sinner 
who gets the prodigal-son treatment should 
be as big a surprise to the Treasury as the 
return of the prodigal son was to his father. 
In short, he must be a taxpayer who is not 
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under investigation. The Commissioner’s 
story and its significant omission introduce 
one of the most troublesome problems in 
the criminal phase of tax administration to- 
day: the voluntary-disclosure policy. 


Treasury Responsibility 


At the outset it should be noted that the 
voluntary-disclosure policy is an adminis- 
trative policy of the Internal Revenue Bu- 
reau. No statute prescribes that a taxpayer 
who makes a voluntary disclosure of past 
concealments of his tax liability shall be 
entitled to immunity against criminal prose- 
cution for fraud thus disclosed. This policy 
of mercy originated with the Treasury, and 
the Treasury sets the standards by which 
it determines that a voluntary disclosure 
has been made. 


Whenever the voluntary-disclosure doc- 
trine is discussed, its underlying philosophy 
invariably comes into question. No moral 
judgment of the philosophy will be attempted, 
intriguing though such question may be. 
Passing reference, however, will be made 
to considerations which may sustain the 
existence of this bargained-for morality. Per- 
haps the nearest thing to an official expo- 
sition of the underlying theory of voluntary 
disclosure was made by a very able and wise 
former Chief Counsel of the Bureau of In- 
ternal Revenue, who once said that the 
policy is “good business” both for the gov- 
ernment and for the taxpayer.? The Chief 
Counsel might also have added, with reason, 
that the policy is partly justified by the 
widespread enthusiasm of individual tax- 
payers for keeping their taxes low, as well 
as by the relatively mild indignation aroused 
in the general public by stories about tax 
evasion. Public furor is more readily ex- 
cited by a bank official’s embezzlement of 
United States Savings Bonds, complete with 
serial numbers, which supposedly were dropped 
in assorted spots in the Atlantic Ocean and 
various New York rivers. 


Whatever may be the reasons for the vol- 
untary-disclosure policy, from a pragmatic 
viewpoint it is clear that the Treasury has 
adopted it as an instrument of increasing 


the collection of revenue. It would appear 
appropriate, therefore, for loyal government 


1It may well be that few taxpayers would 
agree with former Chief Counsel Wenchel’s 
conclusion that disclosure is good business for 
the taxpayer, were it not for the recently de- 
veloped attitude in the prosecution arm of the 
government that tax evasion is a crime in and 
of itself rather than the necessary concomitant 
of more heinous conduct. 
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alumni to suggest ways and means of mak- 
ing that policy effective within the scope 
of its announced intention. 


The attack upon the voluntary-disclosure 
policy is really twofold. In the first place, 
lack of authoritative and clear rules con- 
cerning the policy prevent the tax practi- 
tioner from making sound predictions with 
respect to the doctrine. In the second place, 
the Bureau has so defined what constitutes 
the initiation of an investigation that the 
bulk of voluntary disclosures are blocked 
at the moment they are most likely to in- 
crease the revenues. 


Lack of Appropriate Rules 


The lack of appropriate rules to guide 
the tax practitioner in his voluntary-disclo- 
sure problems has only recently become 
acute. Once upon a time, before the Treas- 
ury viewed the policy as a publicized in- 
strument of tax collection, a voluntary 
disclosure had fairly well-defined boundaries. 
For instance, it had (1) to be made before 
an investigation had been initiated, (2) to 
be a complete disclosure, (3) to be made 
with a promise to cooperate with the gov- 
ernment in a subsequent investigation and 
(4) to be made with a willingness to pay 
the tax and penalties. If such an offer was 
made, in due course an investigation would 
be made, the tax computed, and eventually 
the taxpayer’s file closed without prosecution. 


Statements of Chief Justice Vinson, then 
the Secretary of the Treasury, and, par- 
ticularly, statements contained in an address 
made by former Chief Counsel J. P. Wenchel 
on May 14, 1947, seemingly changed this 
picture. Very likely, the change was brought 
about because of a belief that the then prev- 
alent interpretation of the voluntary disclo- 
sure-doctrine was too strict to be effective. 
Certainly, the intention of the speakers was 
to make the policy attractive to straying 
taxpayers. 


Mr. Wenchel described a voluntary dis- 
closure as follows: 


“A voluntary disclosure occurs when a’ 
taxpayer, of his own free will and accord, 
and before any investigation is initiated, dis- 
closes fraud upon the government. 


“The making of a voluntary disclosure is 
a simple thing. The taxpayer or his legal 
agent can go before any official of the 
Bureau of Internal Revenue or any of its 
field offices—whether it is the collector, a 
deputy collector, a revenue agent, a special 
agent or any other responsible Treasury 
officer. There is no special form for making 
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the disclosure. The simple statement that 
‘I have filed false tax returns and I want 
to make the government whole,’ would con- 
stitute a complete disclosure. Of course, 
it is usually best to present an amended 
return or other written document as evi- 
dence of the disclosure. If possible, the 
disclosure should be accompanied by pay- 
ment of the tax which is known to be due, 
but this is not a prerequisite.” 


That definition seemingly eliminated as 
prerequisites of a valid disclosure the re- 
quirements (1) that the disclosure be com- 
plete, (2) that the taxpayer promise to co- 
operate with the government in subsequent 
investigation and (3) that the taxpayer be 
willing to pay the entire amount due. But 
the simplicity of the definition left unanswered 
a host of questions which frequently arise. 
Consider the following: 


(1) Suppose the individual immunized is 
a partner in a partnership. Does his dis- 
closure immunize the other partners? Does 
it immunize the filing of a false and fraudu- 
lent return? 


(2) Suppose the individual is a substan- 
tial stockholder in a corporation which has 
defaulted on its taxes by diverting certain 
income to its stockholders, and he has de- 
faulted on his own income by a failure to 
declare “informal dividends.” Does his vol- 
untary disclosure immunize the corporation? 
Does it immunize other officials? 


(3) Does the seeming immunity run only 
to the taxpayer? Does it automatically im- 
munize his bookkeepers, tax advisers, etc., 
who participated in the preparation of a 
false and fraudulent return? 


(4) Is it a voluntary disclosure when an 
agent who is making a collateral check of 
individuals other than the taxpayer finds 
some evidence of fraud, and before the 
agent has had an opportunity to request 
the return, the individual checked resolves 
to make a voluntary disclosure? In such a 
case, what would be the effect of this lan- 
guage of Mr. Wenchel: 


“We are not concerned with the motivat- 
ing force behind an individual’s deciding to 
come in and talk to us about his evasion. 
If he gets ‘religion’ before we have done 
anything, he will not be prosecuted.” 

(5) Will the Bureau accept a voluntary 
disclosure concerning years other than the 
year under review while the latter year is 
being examined? 


The case of U. S. v, Lustig [47-2 ustc 
7 9325], 163 F. (2d) 85 (CCA-2, 1947), cert. 
den. 332 U. S. 775, stands squarely for the 


Voluntary Disclosures 


proposition that the courts will not review the 
Treasury Department’s procedures governing 
a voluntary disclosure. This being so, one 
would expect some authoritative publication of 
the Treasury’s to contain rules and regulations 
governing the policy. No such official primer 
is available. Instead, practitioners must pro- 
ceed by reference solely to individual experi- 
ences, personal in some cases but second hand 
in most. In such a situation the conscientious 
practitioner, on occasion and with reluct- 
ance, may not recommend that a taxpayer 
waive his constitutional privilege against 
self-incrimination, no matter how earnest 
may be the desire to pay the government 
every cent of taxes due. 


This attitude of caution has to a large 
extent been validated by the experience of 
practititioners with individual agents ad- 
ministering the disclosure policy in the field. 
Despite the liberality apparently urged in 
the state of Mr. Wenchel, the policy is often 
narrowly construed to the detriment of a 
repentant taxpayer. For example, Mr. Wen- 
chel stated: 


“The time of disclosure and the time an 
investigation begins are, therefore, matters 
which can be ascertained with complete 
objectivity and certainty, thus protecting 
both the government and the taxpayer from 
decisions based on guesswork or other vague 
circumstances. To assure adherence to this 
principle, the Bureau stands ready at all 
times where a dispute may arise as to the 
time of a disclosure and the time an in- 
vestigation was initiated to open its records 
in that regard.” 


The Bureau has not followed that state- 
ment in practice. Caution, and attendant 
suppression of disclosures, probably followed. 

In a matter as significant as the replevin 
of a dog from a dog-catcher, a lawyer can 
without too much difficulty acquaint a client 
with the applicable law—and if required, he 
can reasonably foretell the outcome of the 
dispute. When rights of property are prop- 
erly delineated in the law, it seems almost 
inconceivable that a matter as important 
as the liberty of a person is not so delin- 
eated. Of course, it is recognized that any 
taxpayer may “sit tight,” so to speak, and 
see what happens. But such conduct is 
the very opposite of the conduct sought to 
be encouraged by the voluntary-disclosure 
policy. It is begging the question to say 
that a taxpayer may keep silent and not 
disclose if there is doubt as to whether he 
is entitled to immunity against prosecution. 

The obligation of the Treasury in this 
situation is clear. It should promulgate 
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firm rules governing disclosure which will 
bind both its agents and the taxpayer. Such 
a primer would remove one obstruction from 
the path of voluntary disclosure. 


Initiation of Investigation 


We come now to what is probably the 
most significant fault in the entire volun- 
tary-disclosure policy. Commissioner Nu- 
nan’s story, we have noted, gave inadequate 
attention to the Treasury requirement that 
a taxpayer making a voluntary disclosure 
may not be one against whom “investiga- 
tion has been initiated.” Mr. Wenchel, how- 
ever, in his “come-hither” statement was 
well aware of this phase of the problem. 
He attempted to deal with it in the follow- 
ing language: 

“Now we have said that in order to be 
considered voluntary, a disclosure must be 
made before we have initiated an investiga- 
tion in the case. Therefore, it is essential 
that we define ‘the initiation of an investi- 
gation.’ 

“The mere record of a name does not 
mean that an investigation has been initi- 
ated. The fact is that examining. officers 
throughout the country have thousands of 
names or possible leads. To deny the ex- 
istence of a voluntary disclosure merely 
because we have a name, would be com- 
parable to regarding the telephone book as 
a dossier of tax evaders. 

“An investigation is initiated when a special 
agent, an internal revenue agent, a deputy 
collector, or other bureau officer, is assigned 
a return for examination, or where an in- 
vestigating officer has requested advice of 
appropriate officers of the Bureau with re- 
spect to the filing of a return or the pay- 
ment of taxes.” 


It is respectfully submitted that Mr. 
Wenchel’s undoubtedly good-faith intention 
to make voluntary disclosure attractive by 
giving a detailed definition of when an in- 
vestigation is initiated failed because. the 
definition is too sweeping. Rather than in- 
creasing the opportunities for taxpayers to 
make voluntary disclosures, the definition is 
so broad that it blocks disclosure on the 
part of the taxpayers most likely to make one. 

Commissioner Nunan’s Western visitor 
was unquestionably a surprise to the gov- 
ernment, for it is indeed remarkable to 
discover a taxpayer who discloses his of- 
fense after perfecting a method of tax evasion 
which has stood the test of time and is 
provably worth a million dollars. But from 
the standpoint of good business, the gov- 


598 





ernment’s biggest market for voluntary dis- 
closures is not among the taxpayers who 
would provide the Treasury with its biggest 
surprises. Therefore, the voluntary-disclo- 
sure policy, if it is to have real success in 
bringing in revenue, should be tailored to 
fit the typical, rather than the atypical, de- 
faulting taxpayer. Although statistics are 
of course, difficult to acquire, it would seem 
that were they available, they would show 
the typical repentant sinner to be among 
taxpayers who have but recently, and per- 
haps for the first time, strayed from the 
narrow way. However, under Mr. Wen- 
chel’s definition of “initiation of an inves- 
tigation,” it would appear almost impossible 
for this group of taxpayers to make vol- 
untary disclosures. 


Thus, for example, it seems that a vol- 
untary disclosure may not be made at a time 
when an agent is making an examination 
in which the bone fide character of the re- 
turn is not in issue; nor may it be made 
during the time when a return has been 
assigned to an agent for an examination 
and is merely resting in the latter’s file. It 
is’ said that in Greater New York about 
1,000 revenue agents have average case loads 
of fifty cases. Deputy collectors have many 
more cases in their files. Conceivably, as 
many as 50,000 persons in New York City 
are not in a position to make voluntary 
disclosures when the return is checked out 
to an agent for investigation. No matter 
how desirous one of these taxpayers may 
be to make a voluntary disclosure, his wil- 
lingness must be frozen or suspended until 
such time as the agent leaves his premises, 
files his reports and closes his case. And 
from a business viewpoint, who is to say 
how many times, after a case is closed, the 
willingness to disclose turns out not only 
to be frozen, but also to be dead. The 
wisdom of a broad definition of “initiation” 
is questionable.” 

It must be remembered that the import- 
ant phase of voluntary disclosure, and the 
toughest problem contained in it for the tax 
practitioner, is the conscious waiver of con- 
stitutional rights against self-incrimination. 
By broadening the meaning of initiation, 
the Treasury on occasion makes every prac- 
titioner, to his own distaste, a conscious 





2 Furthermore, ‘‘disclosure’’ means the revela- 
tion of things which the Bureau does not know. 
It is difficult to see any practical relationship 
between the assignment of a return for routine 
examination to an agent, wherein the bona 
fides of the return is not in issue, and the volun- 
tary revelation of information deliberately and 
frequently successfully suppressed. Fraud is 
seldom discovered by a routine examination. 
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agent against the collection of revenue, for 
the tax adviser, rather than exploring the 
possibilities of working out liabilities, is 
practically compelled to urge the police- 
court tactic, “Say nothing, and perhaps 
they’ll not make a case.” Sometimes this 
may be good advice, and the only detriment 
to society is a reduction in the national 
revenue and some hardening of the con- 
science of one taxpayer. 


If the voluntary-disclosure policy is at 
all worth while, there is no reason why tax 
practitioners should be forced to suppress 
the better instincts of taxpayers. If the 
purpose is revenue collection, it seems fruit- 
less to convert conferences between gov- 
ernment and taxpayer into arms’-length 
bargaining sessions of tight-lipped men. 
Until, however, there is a change in the defi- 


LECTURER: CHARLES A. MOREHEAD 


SUBJECT: 


nition of “initiation,” such a situation ap- 
pears inevitable. The next step is for the 
Treasury. 


Conclusion 


It cannot be said that the present status 
of the voluntary-disclosure policy is satis- 
factory. It has created difficult working 
problems, both for the Treasury and for 
the practitioner. Furthermore, an unfortu- 
nate definition of when an investigation is 
initiated seems to foredoom the policy to 
failure. It would appear that if the policy 
is good business, it could be made to work. 
The Treasury can rightly expect the coop- 
eration of tax practitioners in making it 
work when it takes some affirmative steps 
to enable them to do so. [The End] 


Estate Planning and Will Drafting 
Under the Revenue Act of 1948 
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Institute on Federal Taxation, New 
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Smith, Green & Phillips 


HE SAVINGS in income taxes effected 

by the 1948 Revenue Act is a result of 
various percentage reductions in income tax 
rates, some new and some increased exemp- 
tions and the adoption of the community- 
property principle of equally dividing the 
joint income of husband and wife for tax 
purposes.’ The new law effects a saving of 
12.6 per cent in the tax on the income of 
individuals, estates and trusts up to about 
$2,000, 7.4 per cent on income from about 
$2,000 to about $136,700 and five per cent 
above $136,700. Increased from $500 to $600 
are the personal exemptions of each tax- 
payer, the credit. allowed for each dependent 
and the credit allowed estates. New exemp- 
tions of $600 are also allowed to persons 


Will Drafting 


sixty-five years of age and older and to blind 
persons. 

Prior to the 1948 tax law, residents of 
community-property states paid about one- 
third less income tax, as well as lower 
estate taxes, than did the residents of com- 
mon-law states. The reason was that com- 
munity-property states considered the wife 
as owning half of the husband’s income and 
property. For example, twice the tax on 
$10,000 is about $2,000 less than the tax 
on one $20,000 income. By 1948, many com- 
mon-law states had switched to community- 
property law, solely to obtain this tax 
saving. The 1948 tax law was enacted to 
stop this trend. The new law gives hus- 


1 Unless otherwise expressed, we shall treat 
the husband as the income producer, the owner 
of the largest estate and the first spouse to die, 
leaving his wife surviving him. We do this to 
avoid the use of the awkward words ‘‘spouse,’’ 
“surviving spouse,’’ ‘Shim or her as the case 
may be’’ and similar excess verbiage. The 1948 
tax law applies, however, to both spouses alike, 
regardless of which one produces the income, 
dies first, owns the larger estate, or otherwise. 
Wherever the word ‘‘wife’’ is used, therefore, 
it also embraces the word ‘‘husband,’’ and vice 
versa. 
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bands in common-law states an advantage 
over those in community-property states, 
since in common-law states the wife does 
not actually own half of all the income and 
property of the husband, as she does in 
community-property states. She owns this 
half only for tax-saving purposes.” 


Tax Under 
Old Law 
for Mar- 

ried Person 


Net with Two 
Income Dependents 
$ 5,000 $ 589 

10,000 1,862 

15,000 3,639 

20,000 5,890 

30,000 11,381 

50,000 24,111 

100,000 62,301 





The necessity for husband-wife partner- 
ships * in order that husband and wife may 
divide their income for tax-saving purposes 
has now been eliminated by the 1948 tax 
law, since the filing of a joint income tax 
return by both spouses offers the same 
opportunity. 


Prior to 1948, one of the recommended 
tax-saving procedures was to hold property 
or a business in the form of a corporation, 
since corporate income tax brackets were 
twenty-one per cent to thirty-eight per cent, 
whereas individual brackets were nineteen 
per cent to eighty-seven per cent. When the 
income from the business is large, incor- 
porating may still save taxes. However, a 
corporation with a small income may now 
be éxpensive taxwise because partners or 
sole proprietors may split their income with 
their wives, and the resulting tax may be 
less than if the corporation had been used. 
In such cases tentative income tax returns 
should be prepared for the different types 
of business organizations—i.e., partnership, 
corporation, etc—in order to determine 
which form saves the most taxes. 


Under the old law, high salaries for cor- 
porate officers in high tax brackets were not 
advisable. Now these officers can split their 
salaries with their wives for tax purposes, 
and higher salaries are no longer as dan- 
gerous. Tentative returns should also be 
used here to determine the salaries which 
are most favorable taxwise. 





2 Code Section 12 (d). 

3 See Gruneberg, ‘‘Husband and Wife Part- 
nerships,’’ TAXES—The Tax Magazine, August, 
1948, p. 703. 
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The income tax saving effected by the 
1948 law, as well as the penalty it indi- 
rectly imposes on single persons, is illus- 
trated by the following table: 


Tax Under 
New Law 
for Mar- Tax on 
ried Person Single 
with Two Person Under 
Dependents Savings New Law 
$ 432 = Fag $ 811 
1,361 * 501 2,124 
2,012 1,127 3,894 
3,888 2,002 6,089 
7,306 4,075 11,286 
16,578 7,533 23,201 


45,643 16,658 58,762 





Savings Through Gifts 


Taxes can be saved by making gifts which 
shift property out of high and into low income 
tax brackets. Let us illustrate this point: 


Assume that a taxpayer is in the fifty 
per cent income tax bracket and thirty per 
cent estate tax bracket, and that he has a 
child with no income or estate of his own. 
The taxpayer also owns an apartment house 
worth $50,000, yielding him $5,000 net per 
year in rent. If the taxpayer gives this 
apartment house to his child (either outright 
or in trust), he will save about $1,800 ($2,500 
minus $700) a year in income taxes and 
$15,000 (thirty per cent of $50,000) in estate 
taxes. If the father lives thirty years longer, 
he will save $54,000 (3x$1,800) in income 
taxes during his lifetime. Add this amount 
to the $15,000 estate tax saving, and you 
have saved him $69,000 in taxes by advising 
the gift of a $50,000 building to his child. 


The 1948 law affords higher gift tax ex- . 
emptions, thus encouraging gifts to a greater 
extent. Prior to the 1948 act, all persons 
had a lifetime gift tax exemption of $30,000 
in addition to an annual exemption of $3,000 
for each person to whom a gift was made.* 
Gifts up to $3,000 could, therefore, be 
made to any number of people without pay- 
ing a gift tax. Under the new law, the 
transfer to a child (or other third person) 
is considered as being made half by the 
husband and half by the wife. So, on a hus- 
band’s first gift he now has two $30,000 
lifetime exemptions or $60,000, plus two 


(a) (1), 1003 (b). 





*Code Sections 1004 
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yearly exemptions of $3,000, or $6,000. The 
total exemption is $66,000. When the $60,000 
lifetime exemption is used up, he still has 
a $6,000 exemption every year thereafter for 
each person (other than his wife) to whom 
he makes a gift. A gift tax on $17,000 
($50,000 minus $33,000 in exemptions) would 
have been due in our apartment-house 
example under the old law. However, under 
the new law, no gift tax would be due on this 
gift because it is less than the husband’s 
increased gift tax exemption of $66,000. 


Only half of the value of gifts from a 
husband to his wife is subject to gift tax 
under the new law because the new law 
presumes, for tax purposes, that the wife 
already owned the other (untaxed) half.® 
But a gift to the wife in trust will not qualify 
for the gift tax marital deduction unless it 
meets certain specific requirements of the 
1948 law,* to be discussed later. The primary 
advantage of a gift from a husband to his 
wife is that the property is taken out of 
the husband’s estate, thereby reducing his 
estate tax. This advantage, however, is not 
as important as it was under the old law, 
because under the new law property willed 
by a husband to his wife is exempt from 
estate tax to the extent of half the value 
of the husband’s estate. 

Before the 1948 law was adopted, hus- 
bands and wives frequently held joint title 
to income-producing property, so they could 
split the income for tax purposes and save 
income tax. This is no longer necessary, 
since they can now split the income regard- 
less of which one holds the title. 


Life Insurance Planning 


Before discussing the estate tax provisions 
of the new law, it is necessary first to define 
three of its technical terms: 


(a) The ‘adjusted gross estate” is the 
estate remaining after funeral expenses, ad- 
ministration expenses, claims and other de- 
ductions allowed by law.’ 

(b) The “marital deduction” is a provi- 
sion authorizing up to fifty per cent of the 
adjusted gross estate of either spouse to pass 
to the surviving spouse free of estate tax.* 

(c) The “terminable-interest rule” is a 
preventive measure created by the Treasury 
Department to make sure that property, 
once having passed free of estate tax (as 


5 Code Section 1004 (a) (3). 
‘See Kramer, ‘‘New Estate and Gift Tax 


Regulations,’’ TAxEsS—The Tax Magazine, De- 


cember, 1948, p. 1142. 
7 Code Section 812 (e) (2) (A). 
8 Code Section 812 (e) (1). 
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indicated above), will not escape tax the 
second time upon the death of the surviving 
spouse.’ This rule prevents life estates and 
other terminable interests from being ex- 
empted from estate taxes by including them 
in the marital deduction, since this would 
permit such property also to escape estate 
taxes on the death of the surviving spouse. 


Many of the life insurance policies writ- 
ten before the 1948 law are not worded so 
as to be exempt from tax as a part of the 
marital deduction. It is usually necessary, 
therefore, to revise them in order that they 
may qualify for the marital deduction.” 
Let us use an example: 


A husband owning a net estate of $100,000 
is in the thirty per cent estate tax bracket. 
If he has a $50,000 insurance policy pay- 
able to his wife, he unnecessarily causes his 
estate to pay $15,000 in estate taxes (thirty 
per cent of $50,000) by failing to qualify this 
policy for the marital deduction. There is an 
exception in some estates, however, where 
there is enough property (other than insur- 
ance) to equal half the estate of a spouse. 
In such cases,.this other property can be 
used for the marital deduction and the in- 
surance need not qualify; nor will any 
changes be necessary. 


All life insurance policies should be ex- 
amined to see that they qualify for the 
marital deduction. Here are some of the 
rules to follow in order to qualify policies 
for the marital deduction: 


(a) The deduction will not be allowed if 
the insured gives his wife merely an income 
from the proceeds of the policy during her 
lifetime, and designates who shall receive 
what remains of the proceeds at her death.” 


(b) The proceeds of the policy may be 
paid to the wife in a lump sum” But 
statistics show that the average wife, with- 
out business experience, will exhaust such 
lump-sum payments within five years. This 
mode of settlement, therefore, is usually not 
advisable. 


(c) The proceeds of the policy (principal 
and interest) may be paid to the wife in 
installments; or it may be provided that 
the principal remain intact and that the 
wife have the interest only. These install- 
ments of principal (or interest) payments 
must commence within thirteen months after 
the death of the insured spouse, and must 
be payable to her at least annually there- 


» Code Section 812 (e) (1) (B). 
1 Kemp, ‘‘Estate Planning Approach Under 
the New Tax Law,”’ Trusts and Estates, May, 
1948, p. 383. 
1 Code Section 812 (e) (1) (B). 
12 Code Section 812 (e) (3) (G). 


after. Either of these modes of settlement 
will qualify for the marital deduction, pro- 
vided the wife possesses any of the follow- 
ing powers over the proceeds of the policy 
retained by the insurance company: 


(1) The power to withdraw the entire 
proceeds at any time during her lifetime. 
This is known in insurance jargon as the 
“right to commute.” It is almost as dan- 
gerous to give her this power as it is to 
give her the proceeds in a lump sum, She 
may withdraw it all and spend it foolishly. 
If the husband wants her to have the power 
to obtain more than a specified monthly 
amount, it may be well for him to limit ad- 
ditional withdrawals by her to a specified 
yearly maximum amount. 


(2) Not the right to withdraw any amount 
except the specified installments (or inter- 
est), but the power to designate during her 
lifetime, or by her will, the persons who 
shall receive any unused proceeds of the 
policy which may remain with the insur- 
ance company at her death or the power to 
leave the unused portion to her own estate, 
or both of these powers.” 


The installment mode of settlement (or 
the “interest-only” mode, if the polity is 
large enough) seems the best mode to adopt. 
Then the wife cannot draw all of the policy 
proceeds during her lifetime, squander them 
and be left penniless. She is assured of ade- 
quate support for herself and her children 
as long as she lives. 


(d) If the policy qualifies for the marital 
deduction, the husband may give the wife 
the additional power to change the mode 
of settlement after his death to any other 
mode allowed by the policy. This rule ap- 
plies even though the mode she selects after 
her husband’s death would have disqualified 
the policy for the marital deduction had he 
selected it for her during his lifetime. How- 
ever, she should not usually be permitted 
to select a mode of settlement which would 
allow her to.withdraw all of the proceeds of 
the policy, for the reasons mentioned above. 


Tax Advantages of Life Insurance 


Insurance payable in installments as all, 
or a substantial part of, the marital deduc- 
tion, is advisable since such installments 


13 Lawthers, ‘‘The New Marital Deduction and 
Insurance and Annuity Contracts,’’ TAxEsS— 
The Tax Magazine, November, 1948, p. 1022. 

14 Polisher, ‘‘Using the Marital Deduction with 
Life Insurance Endowments and Annuity Con- 


tracts,’’ TAxES—The Tax Magazine, February, 
1949, p. 97. 
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are not taxable as income to the spouse.” 
They are tax free as “proceeds of life insur- 
ance,” though in truth each installment con- 
tains an element of interest on the unpaid 
balance. Thus, interest on a large block of 
principal of the estate escapes income tax. 
This is a desirable form of investment for 
a wife and a husband in high income tax 
brackets. 


Proceeds of policies consumed during the 
lifetime of the surviving spouse, that is, the 
amount of principal included in each install- 
ment, will not be subject to estate tax upon 
the death of the surviving spouse. Policies 
may, therefore, be so arranged that no pro- 
ceeds will remain at the death of the sur- 
viving spouse. The proceeds will be 
completely used up by the installment pay- 
ments to the wife during her lifetime. 


While the proceeds of the insurance are 
being exhausted by installment payments to 
the wife, any income from any other part 
of the estate may be accumulated by the 
wife, or by a trust set up in the husband’s 
will for the wife and children or either. 
This other income may be used later for the 
benefit of the wife and children after the 
insurance proceeds are exhausted, and thus 
removed from the wife’s taxable estate. 


Life insurance has always been advisable 
to provide the cash with which to pay the 
estate taxes, since this tax must ordinarily 
be paid within fifteen months after death.” 
Avoid putting a clause in the policy, or a 
provision in the will, to the effect that the 
insurance proceeds shall be available to the 
insured’s estate to pay his estate taxes or 
his debts. This language makes the proceeds 
taxable in the insured’s estate, even though 
the policy might otherwise have been exempt 
from estate tax because someone else owned 
it and paid the premiums on it.” 


Drafting Wills 


More than half of the estate tax which 
would otherwise be paid by a husband’s 
estate may be saved by drafting a will to 
conform to the 1948 law.” For example, an 
estate of $260,000 distributed under a will 


13 Foosaner, New Tax Approaches 
Underwriting (1948), p. 52. 


16 Code Section 822 (a) (1). 


7 Code Section 826 (c); Foosaner and Lore, 
‘“‘New Estate and Gift Taxes—How They Affect 
Life Insurance,’’ TAxEsS—The Tax Magazine, 
May, 1948, p. 413. 


1%8 Mitchell, ‘‘Testamentary Trusts Under the 
1948 Revenue Act,’’ Trusts and Estates, May, 
1948, p. 378. 
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which does not conform to the new law must 
pay an estate tax of about $51,000. If the 
will is redrafted to conform to the new law, 
the estate tax will be reduced to about 
$12,000. Redrafting the will saves the wife 
and children about $39,000. 


Will Clauses for Estate Tax Payment 


The executor should be instructed to pay 
all of the decedent’s debts and funeral ex- 
penses and the costs of administering the 
estate.” All-of the estate taxes should be 
paid out of assets other than those used to 
make up the marital deduction. This will 
prevent the marital deduction from being 
decreased by its share of the estate tax, and 
will thus provide for estate tax savings by 
increasing the amount of the marital 
deduction.” 


The husband should decide what part of 
his estate he wants to burden with the pay- 
ment of his estate taxes. A clause requiring 
the estate tax to be paid from such portion 
should be inserted in the will. The executor 
should be directed not to seek contribution 


toward the payment of estate taxes from. 


any other beneficiary of the estate. If such 
contribution is not waived, the executor may 
be required to make everyone who receives 
any property taxed in the insured’s estate 
pay his proportionate part of the estate 
tax. This may thwart the desires of the 
husband. Let us illustrate this with a few 
examples: 


(a) The husband’s indigent mother, to 
whom he wants $200 a month for her sup- 
port paid from the proceeds of an insurance 
policy, may be assessed $10,000 in estate 
taxes to be paid by her within fifteen months, 
in order to pay the estate tax on the face 
value of this property. 


(b) His father, to whom the son gave 
a valuable income-producing building sev- 
eral years before the son’s death, may be 
assessed $15,000 as his part of the estate 
tax on this building. This tax may be 
assessed on the theory that the gift was 
made by the son in contemplation of death, 
and therefore the property will be subject 
to estate tax in the son’s estate. 


(c) An old-maid aunt, who is left by the 
will only enough to support her, may be 
required to contribute sixty per cent of her 
bequest to pay the estate tax on it. 


19 For an excellent discussion of drafting prob- 
lems in wills under the new law, see the 
papers presented before the Chicago Bar As- 
sociation by Austin Fleming, attorney for the 
Northern Trust Company. 


Will Drafting 


The examples make it clear why the will 
usually should waive the law requiring bene- 
ficiaries of an estate to contribute their pro- 
portionate part of the estate tax. 


After the above clauses for the payment 
of debts and taxes come the specific be- 
quest of certain property or money to 
specifically named persons, and directions 
concerning burial or cremation, if such direc- 
tions are desired. 


Distribution and Administration 


Clothing, art objects, jewelry and personal 
effects given the wife by the will constitute 
a part of the marital deduction. If this 
fact is ignored, the wife may receive more 
than half of the husband’s estate. This ex- 
cess will be subject to estate tax.” 


Since the allowable marital deduction is 
limited to half of the estate, it is recom- 
mended * that the estate be divided into two 
parts as follows: (1) A marital or wife’s 
part, which qualifies for the marital deduc- 
tion, (2) a nonmarital or residuary part. 
The part of the estate left to the wife should 
usually be the full amount that can be 
bequeathed to her tax free as the marital 
deduction, which is half of the adjusted 
gross estate of the husband. 


In order to be sure of leaving the wife 
exactly half of the husband’s adjusted gross 
estate, the value of the property left to the 
wife (either outright or in trust) usually 
should be based upon some percentage for- 
mula, rather than upon some specified dollar 
amount or specific parcels of property which 
the husband estimates will equal half of 
this estate at the time of his death.* A 
suggested percentage clause follows: 


“T devise and bequeath to my wife (or to 
the trustee of the marital trust) an amount 
equal to fifty per cent of the value of my 
adjusted gross estate as finally determined 
for federal estate tax purposes, less the 
aggregate amount of marital deductions, if 
any, allowed by reason of interests in insur- 
ance or other property passing, or which 
have passed, to my wife otherwise than by 
the terms of this item of my will. It is my 
intention to convey to this trust the maxi- 
mum value in assets, but no more, that may 
be deducted from my estate as the so-called 
marital deduction.” 


20 Code Section 812 (e) (1) (E). 

1 Gordon, ‘‘Will Drafting Under the New Tax 
Law,’’ Trusts and Estates, August, 1948, p. 93. 

22 Mitchell, op. cit., p. 374. 

23 Proceedings of the New York University 
Seventh Annual Institute on Federal Taxation, 
p. 680. 
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The executor should be given the express 
power to transfer to the wife (or to the 
marital trust) undivided interests in all 
kinds of property, so that the executor may 
divide the estate into the marital trust and 
residuary trust without selling any prop- 
erty. Life estates, and any other interests 
with remainders which might be construed 
to be terminable interests, should not be left 
to the wife.* The following clause is recom- 
mended to prevent a terminable interest 
from being bequeathed to the wife: 


“In no events shall there be included in 
the marital trust (or in the outright bequest 
to my wife) any assets, or the proceeds of 
any assets, with respect to which a marital 
deduction would not be allowable if so 
included.” 


Marital Trust 


In order to entitle the marital trust to 
the marital deduction, five requirements 
must be met:* 


(a) The surviving spouse must be entitled 
to all of the income from the principal of 
the trust for her life. Until further clarified 
by rulings or decisions, some will draftsmen 
prefer to use the term “the income” or “all 
the income.” However, the term “net in- 
come” seems sufficient and preferable. Any 
accrued income on hand at the death of the 
surviving spouse must also be directed to 
go to her estate, or be subject to disposition 
by her will or other appointment during her 
lifetime. 


(b) Income from the principal of the trust 
must be payable to the surviving spouse 
annually, or at more frequent intervals. It 
is sufficient if the spouse has “command” 
over the income and the right to require 
its distribution to herself. Actual distribu- 
tion to her is not necessary, because if she 
is entitled to the income she must pay in- 
come tax on it, whether she receives it or 
not; and this’is all that interests the Bu- 
reau of Internal Revenue. Failure to pro- 
vide for payment of the income to the wife 
while the estate is being administered, and 
before the marital trust is set up, will not 
disqualify the trust for the marital deduc- 
tion, since a reasonable period of admin- 
istration is allowed. In the event the will 
is silent as to when the income from the 
marital trust is to be paid to the wife, the 
marital deduction will still be allowed if the 
trust law of the jurisdiction requires pay- 


24 Code Section 812 (e) (1) (B). 
5 Code Section 812 (e) (1) (F). 
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ment of such income to her annually or 
more frequently. 


(c) The surviving spouse must have the 
power either to appoint the entire principal 
of the marital trust to herself during her 
lifetime or to leave by her will what remains 
of the principal of the marital trust to her 
estate, or others, upon her death. Either 
of these rights is sufficient to qualify the 
trust for the marital deduction. It is not 
necessary to give her both of these powers. 
The first is usually dangerous because the 
wife might withdraw the principal and 
squander it, so the second power is the one 
customarily used. If the wife enters into 
an agreement with her husband as to how 
she will dispose of the property in the 
marital trust during her lifetime, or by her 
will, the trust will not qualify for the marital 
deduction. An undivided interest in prop- 
erty may constitute all or a part of the 
principal of the marital trust. A clause is 
permissible in the will to the effect that if 
the wife does not exercise her power to 
bequeath what remains of the marital trust 
to her estate, or to others, upon her death, 
or if she tries to will it but the will is not 
legal for some reason, then the part not 
effectively willed shall be added to the residu- 
ary trust, or given to the children or others. 


(d) Power to appoint any part of the 
principal of the marital trust, if given to any 
person other than the surviving spouse, must 
be exercisable only in favor of the surviving 
spouse.” 


(e) The surviving spouse must possess 
the power to appoint the entire principal in 
all events. 


Invasion of Principal 


In those cases where the income from 
the marital trust may prove insufficient to 
support the wife, the trustee of the marital 
trust should be given the power to dis- 
tribute to or for the benefit of the wife such 
sums from the principal of the marital trust 
as the trustee may consider necessary or 
desirable for her support and welfare. Such 
a clause is usually called an “encroachment 
clause.” 


Where the wife is also the beneficiary of 
the residuary trust, and the residuary trust 
also contains an encroachment clause for 
the benefit of the wife, the principal of the 
marital fund should be depleted first. The 


26 Proposed Regulations 105, Section 81.47a (c), 
and Regulations 108, Section 81.16a (b). See 
Code Sections 812 (e) (1) (F), 1004 (a) (3) (E). 
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principal of the marital trust should be de- 
pleted as much as possible during the wife’s 
lifetime because any principal part that re- 
mains at her death will be taxable in her 
estate. The residuary trust may be so drafted 
that no part of it remaining at the death of 
the wife will be taxable in her estate. To 
help deplete the principal of the marital 
trust before resorting to the principal of the 
residuary trust, add in the encroachment 
clause of the residuary trust the following: 


“In contemplating the necessity of dis- 
tribution of the principal of the residuary 
trust to my wife for her welfare and mainte- 
nance, the trustee shall take into considera- 
tion all other income and cash resources 
available to my wife from all sources known 
to the trustee, including the income and 
principal of the marital trust.” 


Nonmarital or Residuary Trust 


The nonmarital or residuary trust, which 
is the half of the estate other than the 
marital trust, is usually set up for the bene- 
fit of the children. If the marital trust will 
not be enough to provide for proper mainte- 
nance of the wife, then include the wife in 
the residuary trust along with the children. 
The trustee can be given the power to dis- 
tribute income and principal of the residuary 
trust to the children (or to the wife and 
children) according to their needs, instead 
of by a fixed formula, or equally. This is 
becoming a favored trust feature. It is 


called a “sprinkling” clause.” Its advantages 
are: 


(1) It may be used to save income taxes. 
The trustee can distribute the income to 
those beneficiaries who are in low tax 
brackets, or can retain the income and have 
it taxed to himself, as trustee, in his low 
bracket. 


Example: A son may be in the twenty per 
cent income tax bracket. The trustee’s 
bracket may be fifty per cent. Therefore, 
distribution of $10,000 income to the son 
will save $3,000 (thirty per cent of $10,000) 
in income taxes. 


(2) It allows the estate to be distributed 
among the wife and children as the husband 
would have done had he lived. 


(3) An equal division of the husband’s 
estate among the children, years after the 
husband’s death, may be most unfair to 
them. One child may then be a millionaire. 
The other may be bedridden and destitute. 

27 Mannheimer, 
nique for Wills,’’ 
1948, p. 451. 
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“Sprinkling—Valuable Tech- 
Trusts and Estates, June, 


An alternative method is to divide the 
residuary trust into separate and equal trusts 
for each child as each reaches a stated age. 
This also saves income taxes because each 
child’s trust becomes a separate taxpayer in 
lower tax brackets. The principal of each 
trust may be paid to each child at certain 
ages, such as one-third at twenty-five, one- 
third at thirty and the balance at thirty- 
five years of age. 


Common-Disaster 
and Spendthrift Clauses 


The will should provide that if the wife 
predeceases her husband, or renounces his 
will, all bequests to her (such as the marital 
trust) shall lapse and be added to the resid- 
uary trust. It should also provide that in 
event the husband and wife die 'simultane- 
ously or in a common disaster, the wife shall 
be deemed to have survived the husband. 
This gives the husband’s estate the benefit 
of the marital deduction, which it might 
otherwise lose.” 

A spendthrift clause, prohibiting volun- 
tary or involuntary alienation of the interests 
of the beneficiaries in the income or prin- 
cipal of all trusts set up in the will, is ad- 
visable. This keeps the trust property free 
from the claims of creditors of the bene- 
ficiaries. The Regulations are silent as to 
whether principal can be included in the 
spendthrift clause, but this is probably an 
oversight. It is likely that principal may 
be included without violating the marital 
deduction provisions.” 


Powers of Trustees 


It is usually advisable to give the trustee 
liberal discretionary powers to eliminate ex- 
pensive court proceedings. When the trus- 
tee is given liberal powers of management 
over the trust property, there is usually no 
necessity to go to court to find out what the 
trustee is authorized to do. Generally, the 
trustee should be permitted to do what the 
husband could have done had he lived, sub- 
ject to the limitations of the marital 
deduction. 


Investment powers granted to the trustee 
are reasonably limited in many states by 
the Uniform Trust Administration Act.” 


*s Proposed Regulations 105, Section 81.47a. 
See Kramer, op. cit., p. 1139. 

°° Proposed Regulations 105, Section 81.47a (c). 
See Gordon, op. cit., p. 95. 

%° Florida Statutes, Chapter 691. The Na- 
tional Conference on Uniform State Laws has 


not approved a Uniform Trust Administration 
Act. 
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Any additional investment powers not in- 
cluded in this act may also be added, and 
are usually desirable. The Uniform Prin- 
cipal and Income Law, adopted by many 
states, will eliminate unnecessary pages in 
the will by granting the trustee power to 
determine what is income and what is prin- 
cipal. An additional power not included in 
these uniform laws should direct the trustee 
to be more interested in seeing that the 
wife and children get what money they 
need than in preserving the principal of the 


trusts for distribution to other heirs after 
the death of the wife and children. It is also 
desirable for many reasons to name a bank 
and trust company as executor and trustee 
of the estate. If the advice of family mem- 
bers is desired, they can be named as co- 
executors and co-trustees. 


In conclusion, the 1948 tax allows very 
liberal tax saving. However, the technical 
requirements of the law must be strictly 
observed to effect this saving. [The End] 


STATE ACTION ON SPIEGEL ISSUES 


What Minnesota has accomplished by 
statute, Pennsylvania has done in part, at 
least, by court decision. A statute to sub- 
stitute resulting trusts in favor of the state 
for remote reversions by law has been en- 
acted by Minnesota. This action should 
have a profound effect upon the remote- 
reversion doctrine of the famed Spiegel case, 
49-1 ustc § 10,703, which taxes all transfers 
subject to reversionary possibilities by law. 
It points the way for similar action by other 
states, which may result in a complete in- 
oculation of all transfers against the drastic 
tax consequences of the remote-reversion 
doctrine. Specifically, Chapter 201, Minne- 
sota Laws of 1949, approved March 26, 
provides that in all cases in which a re- 
versionary interest by operation of law 
might be recognized in the settlor but for 
the operation of the statute, a resulting 
trust shall instead be deemed to arise in 
favor of the state. Hence, remote rever- 
sions by law, giving rise to tax liability, 
are replaced by resulting trusts in favor of 
the .state, to remove any interest of the 
settlor or his estate in the transferred prop- 
erty. This, in turn, should have the effect 
of removing the transfer from the field of 
operation of the federal estate tax. 


Pennsylvania has likewise opened the way 
to avoiding the impact of the Spiegel deci- 
sion. In Irish v. Irish et al., decided April 
11, 1949, the Pennsylvania Supreme Court, 
Western District, ruled that under proper 


circumstances a settlor may reform a trust 
deed for the purpose of eliminating a re- 
mote possibility of reverter by operation 
of law. The settlor had instituted a bill in 
equity seeking to amend his trust deed, 
which had been made irrevocable. The bill 
was dismissed by the Court of Common 
Pleas. On appeal to the Pennsylvania Su- 
preme Court, he alleged that he had in- 
tended to avoid the remote reversionary 
contingency, but that he had failed “because 
of the mistake and inadvertence of the 
scrivener.” The Supreme Court found that 
under Pennsylvania law there would be a 
reverter in the event of the happening of 
the remote contingency. This consisted of 
the death of the settlor’s wife, daughters, 
grandchild, son-in-law and possible heirs 
and next of kin, and in the failure of the 
settlor’s daughter, in such an event, to 
exercise a testamentary power of appoint- 
ment. Having so found, the court held that 
a court in equity might reform the trust 
deed under appropriate circumstances to 
eliminate the possibility of reverter. ‘““Whether 
the omission in the deed was in truth and 
in fact a mistake or inadvertence depends,” 
according to the court, “upon findings of 
fact of a chancellor who sees and hears the 
witness, and which, if approved by the court 
en banc, would warrant a decree of reforma- 
tion.” The court then ordered the bill re- 
instated and the record remanded for further 
proceedings. 
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STATE COURTS 


Transfer to take effect at death: Right to 
encumber trust property released: Testa- 
mentary power of disposal of corpus re- 
tained.—The decedent’s father transferred 
one-half interest in certain property in 1920; 
and in 1921 the decedent’s father, the dece- 
dent and the decedent’s wife transferred the 
property in trust, giving the decedent full 
power and authority to manage, control, 
mortgage, etc., the property, and providing 
for payment of the income to the decedent 
and his father jointly and to the survivor. 
The decedent’s father died in 1932. In 1936, 
after litigation between the trustee and the 
decedent over the decedent’s right to mort- 
gage the property, the decedent and his wife, 
by deed in trust, released their right to 
mortgage and encumber the property, and 
incorporated the 1921 trust, which reserved, 
for the decedent, a contingent testamentary 
power over the corpus. The decedent died 
in 1939. The trust estate was taxable, upon 
the decedent’s death, as a transfer to take 
effect at death, since the decedent’s death 
was the contingency upon which the larger 
estate came into effect—Ky. Citizens Fidel- 
ity Bank & Trust Company, Trustee for Peter 
Lee Atherton, Appellant v. Commonwealth of 
Kentucky, Appellee, CCH INHERITANCE Es- 
TATE AND Girt TAx Reports { 16,404. 


Income tax: Dividends as distribution of 
capital.—Dividends paid to stockholders out 
of current earnings, at a time when the capi- 
tal was impaired to a greater extent than 
the amount of all the dividends then paid 
by the corporation, constituted a distribu- 
tion of capital. Although the amount re- 
ceived as dividends exceeded the cost of the 
stock paid by the stockholder, the excess 
received was not taxable as a gain from the 
purchase or sale of intangible personal prop- 
erty—Mass. Fopiano v. Commissioner of 
Corporations and Taxation, 2 State Tax 
Cases Reports J 250-037. 


Interpretations 


Contemplation of death: Transfer made 
more than two years before death—The 
decedent, who died in 1944, transferred a 
specified interest in a family partnership 
to each of his sons in 1941 and, a year later, 
to his wife. He was fifty-one years of age 
at the time of the transfer. While members 
of the family testified that he was in good 
health at the time, it was shown that he 
had relaxed his business activities under his 
doctor’s directions to “slow up and take it 
easy.” He died of acute myocarditis. On 
the facts, the transfers, which were made 
more than two years before his death, were 
held to have been made in contemplation of 
death and, as such, were includible in his 
taxable estate—N. J. Anne Schneider, Exe- 
cutrix of the Last Will and Testament of 
Samuel Schneider, Deceased, Plaintiff-A ppel- 
lant v. Homer C. Zink, Commissioner, Acting 
as Director, Division of Taxation, Department 
of Taxation and Finance, Defendant-Respond- 
ent, CCH INHERITANCE ESTATE AND Girt TAX 
Reports § 16,405. 


Marital deduction: Effect on liability for 
tax.—When the New York apportionment 
statute and Section 812(e) of the Internal 
Revenue Code (allowance for marital de- 
duction) are read together, the intestate 
share to which a widow is entitled, in elect- 
ing to take against the decedent’s will, is 
one third of the gross estate, reduced only 
by funeral expenses, administration expenses 
and the debts of the decedent, but not by 
estate (federal or state) taxes. The marital 
deduction allowed by the Internal Revenue 
Code is in the same category as charitable 
deductions, and is to be given free of estate 
taxes, whether the widow received her in- 
testate share by virtue of the decedent’s 
death intestate or by virtue of her election 
to take against the will. Where a decedent’s 
will does not otherwise direct, all estate 
taxes will have to be prorated among the 
persons interested in the estate in accord- 
ance with the apportionment statute. The 
widow’s portion of the estate tax on her 
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intestate share will be in the proportion that 
the value thereof bears to the total value of 
the gross estate with proper allowance for 
her $20,000 exemption for state estate tax 
purposes, and with proper allowance for her 
marital deduction for federal estate tax pur- 
poses.—N. Y. Estate of Harry T. Peters, CCH 
INHERITANCE ESTATE AND Girt TAX REPORTS 
{| 16,407. 


Intangibles tax: Taxability of federal in- 
come tax refund claims.—Where the books 
of account of a taxpayer show a claim 
against the United States or its Treasury 
Department as an asset, such claim is not 
exempt from taxation in Ohio under Title 
31, U. S. C. (Section 3701, United States 
Revised Statutes), or otherwise. — Ohio. 
Glidden Company v. Glander, 2 CCH State 
Tax Cases Reports § 250-035. 


Income tax: Out-of-state operations.— 
Rental and profit from oil well drilling 
equipment owned by Oklahoma residents 
were not taxable under circumstances in 
which, under a rental agreement executed in 
Oklahoma, the lessor and lessees engaged in 
drilling operations exclusively in another 
state, the lessors reserving the right to 
designate a tool pusher for the rig with a 
salary to be paid by the lessee and credited 
to the lessee in fixing the net cost of profits. 
The joint venturers were doing business in 
another state, and income accruing to the 
Oklahoma residents from such operations is 
exempt from the Oklahoma income tax.— 
Okla. Matter of Wise et al., CCH OKLAHOMA 
Tax Reports § 16-042. 


Revocable trust: Retention of life estate. 
—The decedent transferred property under 
a revocable trust agreement which provided 
for payment of income to him, at his re- 
quest, during his lifetime. After his death, 
if the trust had not been revoked, a speci- 
fied amount was to be paid, monthly, to his 
wife. The corpus of the trust was includible 
in the decedent’s gross estate as a transfer 
to take effect at death for federal and state 
death tax purposes, and the trust fund was 
liable for its prorated share of the federal 
and state taxes—Pa. Estate of Robert E. 
Bossler, CCH INHERITANCE ESTATE AND GIFT 
Tax Reports § 16,408. 


Stock in Utah corporation: Nonresident: 
Reciprocal exemption.— The decedent, a 
resident of the District of Columbia, owned 
stock in certain Utah corporations. At the 
time of her death, the District of Columbia 
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did not impose an inheritance tax on per- 
sonal property of Utah decedents. Under 
the reciprocal exemption of intangibles of 
nonresidents, the transfer of such tax is not 
subject to Utah inheritance tax.—Utah. 
Edith S. Bloedorn, as Executrix of the Last 
Will and Testament of Rose L. Sutherland, De- 
ceased, Plaintiff v. State Tax Commission of 
Utah, Defendant, CCH INHERITANCE ESTATE 
AND Girt TAX Reports § 16,395. 


RULINGS 


Household goods: Diamond ring: Taxa- 
bility—Household goods and a diamond 
ring, as personal property, pass to the sur- 
viving spouse, under Section 30-103 of the 
Nebraska Statutes, and are not part of the de- 
ceased spouse’s taxable estate. In construing 
this section with Section 30-404, since these 
items are not considered assets in the hands of 
executors or administrators, they are not 
includible in the decedent’s taxable estate 
even if there is no surviving spouse and they 
go to adult children or to minor children.— 
Neb. Opinion of the Attorney General, CCH 
INHERITANCE EsTATE AND Girt TAX REPORTS 
1 16,409. 


Checking account: Nonresident decedent. 
—A checking account of a nonresident dece- 
dent in a North Dakota bank is intangible 
personal property and, as such, is not taxa- 
ble under the North Dakota inheritance tax 
law, which provides for exemption of in- 
tangible personal property of nonresidents. 
—N. D. Opinion of the Attorney General, 
CCH INHERITANCE EstaATE AND Girt TAX RE- 
PORTS {[ 16,416. 


Pretermitted heir—The decedent, who 
died in 1907, left all his property, which con- 
sisted entirely of community property, to his 
wife. At the time of his death there were 
three living children, and a fourth was born 
three months later. The widow died in 1948, 
leaving a one-quarter interest in her residuary 
estate to the posthumous child. This child 
is entitled to a one-eighth interest in her 
father’s estate, as a pretermitted heir under 


the law, as it appeared prior to 1931; and. 


this share is not includible in the widow’s 
estate. Her claim is not inconsistent with 
the terms of her mother’s will, and she is 
not required to make an election.—Tex. 
Opinion of the Attorney General, CCH In- 
HERITANCE EstATE AND Girt TAX REporTS 
{ 16,410. 
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Federal Tax Calendar 





July 1 
Employee status determination date for 


withholding of tax on wages. (Regula- 
tions 116, Section 405.207.) 





July 15—— 


Due date, by general extension, of returns 
for the fiscal year ended January 31, 
1949 in the case of (1) foreign partner- 
ships; (2) foreign corporations which 
maintain offices or places of business 
in the United States; (3) domestic 
corporations which transact their busi- 
ness and keep their records and books 
of accounts abroad; (4) domestic cor- 
porations whose principal income is 
from sources within the possessions of 
the United States; and (5) American 
citizens residing or traveling abroad, 
including persons in the military or 
naval service on duty outside the 
United States. (Regulations 111, Sec- 
tion 29.53-3(a).) Forms: (1) Form 
1065; (2)-(4) Forms 1120; (5) Form 
1040. 

Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for June. Form 957. 


August 1 


Returns of stamp accounts by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 





Returns for excise taxes due for June. 


Forms 726, 727, 728, 728(a), 729, 932. 


Last day for filing return and payment 
(by depositary receipts or cash) of 
taxes withheld by employers during pre- 
ceding quarter. Withholdings for June 
may be paid directly to collector at 
the time of filing the quarterly return. 


Form W-1l. 


Due date for return of tax withheld at 
source on corporate and government 
bond interest. Form 1012. 
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